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Editorial Comment 


The scarcity of professional accountants and 
Shortage of | the importance of their services in wartime 
Accountants Were dealt with editorially in The Chronicle 

of Montreal on 7th November last. “War 
shortages,” it stated, “are becoming visible not merely in 
commodities but also in humans. A case in point which is 
of importance to large sections of the business community 
is the shortage which is developing in regard to professional 
accountants of recognized academic standing. The account- 
ing profession has made great headway in Canada in the 
last twenty years, partly as a result of circumstances, partly 
because it has had some brilliant exponents. The late Hon. 
Gordon W. Scott, to mention only the departed, was one of 
these. The increasing complexity of modern business and 
the rise of direct taxation are two of the principal causes 
of the rise of the accountant as an increasingly important 
personage in economic and financial affairs. He has emerged 
from his old position of being a mere auditor, interested 
principally in the accuracy of accounts, to that of a business 
counsel, whose opinion is sought and valued in matters of 
business policy and development. To an increasing extent 
the professional accountant is occupying important execu- 
tive posts in our large corporations. At the present time 
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and ever since the war began, many leading professional 
accountants have been rendering valuable services to the 
Canadian government free of all costs.” 

After referring to the fact that many members of the 
profession had enlisted for active military service, that 
many others had gone into government service and that 
commercial and industrial organizations had absorbed the 
services of others, The Chronicle continued: “The combined 
result of these and other factors is that the accounting 
firms are short of staff as their busiest season of the year 
approaches, and for other would-be employers accountants 
are at a premium.” There is another reason for the short- 
age, however, and with that we wish to deal. 


“For heaven’s sake please postpone it as 
Overlapping of \ong as possible; we have just finished 
Government with the fifth set of government auditors 
Audits and our accounting department wants to 

get caught up on its work.” Thus was 
one of our members greeted the other day when making 
arrangements with the manager of a company for com- 
mencing the annual audit of its accounts. 

This is not an isolated case. Other business firms report 
similar experiences, and in his address published in our 
November issue Mr. George McDonald of Montreal referred 
to this unfortunate overlapping of government checks. 
Among the matters of inquiry for which government de- 
partments have found occasion to build up staffs of travel- 
ling auditors are the sales tax, income tax, foreign exchange 
and war contracts. The corporation tax of every province 
is an addition to that list, and for this provincial govern- 
ments have their own retinue of auditors. At best the in- 
vestigations made by these relays of checkers can only be 
superficial; the company’s own auditors are the only inde- 
pendent body who make a regular and comprehensive ex- 
amination of the company’s accounts and they can furnish 
the government with all the information it requires. 

In this column a year ago we referred to the overlapping 
of government audits and to the lack of co-ordination in 
government services; but the situation has now reached a 
point one hardly can believe possible. With every new 
order in council providing for the control of a particular 
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activity in commerce, finance or industry, the department 
of government charged with executing the order, without 
any thought of co-ordination of services and, more unfor- 
tunate still, without considering the urgency of avoiding 
unnecessary expenditures when the country needs all avail- 
able funds for vital war efforts, sets itself up as an inde- 
pendent unit and promptly gathers a body of auditors for 
still another examination of companies’ accounts. 


It appears that the end is not yet. All 

The Call for credit is due the Dominion government for 
Accountants its foresight in instituting control over in- 
stalment buying, wartime wages and war- 
time prices. A well-planned organization will be needed 
for the effective administration of such control, and every- 
body will admit that experienced chartered accountants 
and those who have demonstrated organizing and man- 
agerial qualities in the business world will be needed as 
key men in that organization. But what is to be feared 
is that three more divisions of government, without thought 
of co-ordination, will continue to deprive industry and the 
accounting profession of highly qualified men and direct 
talents into unnecessary channels and divert revenue to- 
wards the payment of duplicated effort. Equally serious is 
the danger of accentuating a situation which has developed 
during the past two years in a number of directions and 
which the President of our Association and his executive 
committee strove to prevent at the outbreak of war in 1939, 
namely, the unfortunate results of the engagement by the 
government of chartered accountants for positions which 
could have been filled satisfactorily by bookkeepers of aver- 
age intelligence. As one instance of the effects of that mis- 
direction, the Income Tax Division of the Department of 
National Revenue, with its Board of Referees, has been 
seeking the services of chartered accountants so that it can 
meet the increasing responsibilities of determining tax li- 
ability under The Excess Profits Tax Act and the Income War 
Tax Act and of collecting the nation’s revenue. Chartered 
accountants with their specialized knowledge are indispens- 
able in that sphere, but few, if any, are now readily avail- 
able. To add still further to the difficulties of that Division, 
a government order some time ago ruled that no department 
of government shall encourage the transfer of assistants 
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from another department, and that any transfers that may 
be contemplated can take place only with the government’s 
permission. 


In view of the scarcity of qualified ac- 
Learning from countants, which as The Chronicle has 
Great Britain pointed out is approaching a very serious 

point in Canada, it is time for the Domin- 
ion government to exercise some supervision. We call its 
attention to the effective manner in which the government 
in Great Britain is solving the problem, and incidentally 
is saving manpower and money for vital war needs. The 
particulars which we give below are taken from debates 
in the British House of Commons and from other public 
announcements, and we are indebted to The Accountant and 
Accountancy, publications of the profession in Great Britain, 
which in their issues of the past two years included excerpts 
from parliamentary debates and other information on this 
subject. 


During the debates in the British House of Commons 
on 24th July 1940, a member asked the Minister of Supply 
whether he was aware that inconvenience and dislocation 
of work had been caused by the visits of accountants from 
more than one purchasing department to the same firm; 
and whether steps would be taken to avoid this overlapping 
in future. In reply Mr. Herbert Morrison stated: 


Yes, sir. With the great increase in the demands of the Services, 
there is danger of overlapping by the accountants of purchasing de- 
partments who were concerned with the costs of the same firms. 
On becoming aware that overlapping had in fact occurred in some 
instances, I caused steps to be taken which should eliminate dupli- 
cation of visits by accountants in future. It has now been arranged 
that the department principally concerned with a firm’s costs will 
investigate them for other departments as well as for itself. This 
procedure has already been agreed to by the Supply Departments 
concerned with the needs of the armed Forces, and other depart- 
ments of His Majesty’s Government which are likely to place con- 
tracts necessitating costings investigation are being invited to co- 
operate. I may add that it is hoped to diminish the necessity for 
visits by departmental accountants to investigate firms’ costs by 
utilizing the services of the firms’ own auditors. This measure, 
however, is at present in the experimental stage, but if it proves 
satisfactory it will be extended. The use of the firms’ own auditors 
will not, of course, affect the department’s right to make their own 
investigation subsequently, should this be considered necessary, but 
it is hoped that the report of the firms’ auditors will in the great 
majority of cases be sufficient without further check. 
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Member: Does the Minister mean that in cases where firms are 
willing to volunteer that their own auditors will render an inde- 
pendent certificate, he will discontinue the visits of costs account- 
ants, except as a check? 


Mr. Morrison: Obviously, the department must form its own 
opinion as to the merits of a particular firm and auditor, but it is 
desired in most cases to do what the honourable member suggests, 
though we must reserve the right in any case of making a check 
and investigation. 


That progress has been made in this direction is evident 
from the eighteenth report of the Select Committee on 
National Expenditures released early this year which read 
in part as follows: “Most firms of standing possess highly 
developed accounting systems ... and when certified by 
auditors [the firm’s records] can surely be adopted for the 
assessment of total allowable costs in many cases... subject 
to the right of the department to institute independent cost 
investigations in specimen cases or in those presenting 
special features.” 


From this it is apparent that there has 
Using Company’s developed in Great Britain an attitude 
Own Auditors which is preparing the way for the gen- 

eral acceptance of the certificates of a 
company’s auditors on government contracts and in other 
directions. This is the logical move for our own Dominion 
government in these times. A company’s own auditors have 
a knowledge of its records, and it is self-evident that a 
check-up or inquiry by those familiar with the books would 
be far more effective than the superficial examination of 
visiting auditors unacquainted with the firm’s books and 
its system of accounts. Thus the move would serve to lessen 
the urgent call for more chartered accountants for govern- 
mental service, save the extension and responsibilities of 
administration and reduce very considerably the expense 
that would otherwise be incurred by bodies of travelling 
auditors. 

It is not suggested here that the acceptance of a cer- 
tificate from a company’s auditors should preclude the right 
of the government to institute independent investigations in 
special cases; but if a large part of the work or inquiry 
arising out of the numerous orders in council and govern- 
ment contracts could be carried out by the company’s audi- 
tors rather than by government auditors, it would seem 
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preferable both from the government’s point of view and 
from that of industry. 

Possibly there is some doubt in the minds of government 
heads about receiving an unbiased opinion from a company’s 
own auditors. There is no ground for such fears. The 
members of our profession have long recognized their pub- 
lic responsibilities. By adopting throughout the Dominion, 
as prerequisites to the admission of new members, a term 
of service in a practising accountant’s office, the completion 
of specified courses of study and the passing of uniform 
examinations, and by setting also for themselves high stand- 
ards of professional conduct, chartered accountants have 
placed themselves in the position of unbiased and unpre- 
judiced investigators of fact, and arbiters among parties of 
opposing interests in financial transactions. 
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Background of Dominion Government’s Policy 
of Control of Wages and Prices 


By W. A. Mackintosh, Ph.D., Ottawa 


Editor’s Note: Dr. Mackintosh, former Professor of Political and 
Economic Science at Queen’s University, Kingston, is one of the out- 
standing economists in Canada today and has been economic adviser to 
the Minister of Finance since the outbreak of war. The recent orders 
in council of the government—for instance, those respecting instal- 
ment buying, wartime wages and wartime prices—have particular in- 
terest for the members of the profession. In order to provide our read- 
ers with a better understanding of the need of this control, the Edi- 
torial Committee invited Dr. Mackintosh to give the background of the 
government’s present economic policy. On 17th November Dr. Mack- 
intosh spoke to the Canadian Club of Toronto on this subject and the 
following is his address. 


N 19th October last the Prime Minister of Canada an- 
nounced a far-reaching policy of controlling prices and 
incomes in this country by limiting them to the levels to 
which they had already reached. This announcement and 
the Orders in Council (which have now been issued), pro- 
viding for a price ceiling and for the regulation of wages, 
mark a bold and determined step in the fulfilment of the 
government’s pledge to control inflation in carrying out its 
war programme. 

It will be recalled that in September 1939 the Minister 
of Finance set out in the first budget speech of the war 
that the government’s fiscal policy was to be one of “pay- 
as-you-go so far as may be practicable.” This was a popular 
rather than a scientific phrase. There is not much else 
a country can do in war except pay as it goes unless it 
can find a wealthy and kindly disposed neighbour from 
whom to borrow. The phrase was, however, correctly inter- 
preted as meaning that the government had set its face 
against inflation as an instrument of war finance. 


Meaning of Inflation 

It is universally agreed that inflation is “a bad thing,” 
as children say, but perhaps it is worth saying a word to 
point out just wherein its badness consists. What does 
inflation, in fact, mean? It means that buyers, whether 
the private citizen or the government, want to buy more, 
and at current prices have money to pay for more than 
is available. In the struggle to get goods, prices are bid 
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up. The very articulate Mr. Leon Henderson, Head of the 
Office of Price Administration in Washington, described 
the situation very simply the other day. If the total work 
done by the people of the United States is represented by 
eight hours, and three hours of that work is devoted to 
war purposes, and only five hours to the production of 
peacetime goods, then, there is eight hours’ income to be 
spent on the product of five hours’ labour. Therefore, un- 
less something is done to channel back the income for the 
other three hours, there is going to be such a disparity be- 
tween purchasing power and what there is to be purchased 
that there will be a powerful upward pressure on prices. 


‘In such a situation, the available goods go to the people 
with the longer purses and to those who have the greatest 
bargaining power in increasing the contents of their purses. 
Since the government will ordinarily have the longest purse, 
it will, ultimately, get the goods which it requires for carry- 
ing on the war, but will get them only after a competitive 
struggle with the consumers. The important question is, 
however, not who gets the goods but who does not get 
them. A war which taxes the resources of the country 
requires that there shall be great sacrifice and economy 
in the use of goods. A war financed by inflation forces that 
economy on the persons and families with small incomes 
and with little opportunity or little bargaining power to 
increase their incomes. Others far from sharing in the 
general sacrifice achieve great, and, in the main, fortuitous 
gains. As a system of distributing sacrifice necessary to 
the prosecution of the war, inflation is about the most un- 
just of all systems. 


Experience in the last war, and after it, has shown 
with unmistakable clearness the extent to which inflationary 
changes in prices and incomes generate social strife and 
disorganization. Who are the most disliked, envied and 
despised people in the community? The newly rich. Who 
are the most embittered of people? The newly poor. What 
is true of persons is true of groups. The system of war 
finance which depends on inflationary increases in prices to 
enforce economy destroys the goodwill and the institutions 
by which a society maintains its existence. It plants the 
seeds of further strife and destruction in the future for 
it is not merely the inflationary changes of the war which 


386 

















PRICE AND WAGE CEILINGS—WHY? 


have these effects but the deflationary changes which will 
follow after. 

It is against this type of fiscal policy and against these 
effects that the government has resolutely set its face. It 
is to ward off these threats to social justice and stability 
in Canada that it has asked acceptance of and willing co- 
operation in a bolder measure of national self-discipline 
than we have hitherto undertaken. 

In order that you may know something of the steps by 
which the government arrived at this policy and something 
of the framework into which these particular Orders im- 
posing a ceiling on prices and regulation of wages fit, I am 
going to review briefly and simply some of the main ele- 
ments of government economic policy since the outbreak of 
the war. 


I. Budgetary Policy 


In the first war budget, Mr. Ilsley explained that in 
the government’s view there would be an initial period 
of hesitation in business while the industrial programme 
was being organized and before the production lines began 
to roll. In that period, it was desired by fiscal policy to 
stimulate the expansion of industry and to draw into em- 
ployment our unemployed manpower and resources. In 
consequence, new taxes had a comparatively minor place in 
that budget and the first war financing was of an expansion- 
ist character. The government borrowed $200,000,000 from 
the chartered banks and $200,000,000 largely from the idle 
deposits of the public. 

The second economic period of the war, which Mr. Ilsley 
predicted, was one in which we would approach or reach full 
use of our resources and in which it would be necessary 
to curb the expansion of civilian demand for goods and 
services. It would be necessary to reserve the increases 
in national output for war purposes and even to reduce 
civilian use of some goods. Thus the budget of 24th June 
1940 imposed very substantial increases in taxation. Set- 
ting up the machinery of the National Defence Tax prepared 
the way for still heavier impositions and for collection at 
the source. That budget, however, was by no means com- 
pletely restrictive. It was estimated at the time that the 
national income, i.e., the combined incomes of all the people 
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of the country, would increase during the year by about 
$500,000,000, and the government planned to take $400,- 
000,000 of that increase into additional war expenditures. 
Taxation was to be increased by $210,000,000, and the re- 
maining requirements were to be met by loans. Emphasis 
in borrowing shifted, however, from idle funds to current 
savings, and the institution of the War Savings programme 
was an indication of the desire of the government that sav- 
ings should take precedence over spending. 

It was not until the budget of 29th April 1941, how- 
ever, that really severe taxation of a definitely restrictive 
type was imposed. In order that that severe taxation might 
bear equally throughout the country agreements with the 
provinces to vacate the field of corporation and income taxes 
were made. It was estimated at that time that the increase 
in national income within the year would amount to about 
one billion dollars, and of that it was planned to take over 
$600,000,000 in additional tax revenue. Adhering to its 
principle of basing its taxation on ability to pay, the gov- 
ernment proposed to raise the bulk of the new money by 
income, inheritance and profits taxes. There was also im- 
posed a considerable variety of excise taxes. But these 
fell on such articles as automobiles, electric appliances, cos- 
metics, carbonated beverages, moving pictures, travel, liquor 
and tobacco, and though they affected the cost of living, 
they could not be said to affect the necessary cost of living. 


II. Foreign Exchange 


There is another important aspect of economic policy 
which has been very pronounced in the first two years of 
war. It concerns foreign exchange. Following the outbreak 
of the war, the Foreign Exchange Control Board was set 
up to control the purchase and sale of foreign currencies. 
This was immediately necessary because with such large 
amounts of capital moving freely between Canada and the 
United States the flight of capital from Canada to the 
United States would certainly have disorganized our capital 
markets to such an extent as to cripple the government’s 
ability to borrow for war purposes. The prompt establish- 
ment of the Foreign Exchange Control Board averted the 
possibility of such a disaster, but, aside from that, the 
foreign exchange position in the first few months of the 
war was relatively easy. In order to buy Canadian dollars, 
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the United Kingdom sold certain amounts of gold which 
Canada, in turn, could use to purchase United States dol- 
lars. The United States itself experienced a buying boom 
in which our exports to that country soared. It was only 
after American buying slumped at the beginning of 1940 
that we felt the first real strain on foreign exchange, and 
saw the growing drain on our supplies of United States 
dollars. Our own requirements in the United States were 
maintained at a high level by our expanding war programme 
while their purchases from us fell as their business activity 
receded. 

It was inevitable that we should experience these ex- 
change difficulties. As our industry expanded, United 
States industry was standing idly by anxious to produce, 
anxious to sell, and willing to provide materials, labour, 
processes, equipment—anything that was desired. As long 
as we could lay our hands on United States dollars, we could 
meet every requirement. In other words, every shortage 
which occurred in this country could be, and was, translated 
into a shortage of United States dollars. It was no wonder, 
therefore, that fiscal policy was strongly marked by the 
imperative need for conserving our supplies of foreign ex- 
change. In June 1940 the government imposed the War 
Exchange Tax against imports from non-Empire countries 
and established a graduated automobile tax to discourage 
imports of automobiles. In July 1940 the prohibition on 
pleasure travel in the United States was imposed. In De- 
cember 1940 the War Exchange Conservation Act was passed. 
It refused permission to import a very wide range of con- 
sumers’ goods to the value of about 60 million dollars a 
year, and placed the importation of other goods under per- 
mit. It also gave the government power to grant by way 
of tax concessions and devreciation allowances encourage- 
ment to industry to expand exports to the United States. 
Simultaneously, substantial excise taxes were imposed, part- 
ly with the object of discouraging the importation of many 
parts and materials fabricated in Canada into consumers’ 
goods. 

These measures served to stem the tide, and reduce the 
rate at which we were using up our American dollars. It 
was, however, the Hyde Park Agreement of February 1941 
which made the greatest contribution to the solution of the 


exchange problem. Under that Agreement, the United 
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States undertook to buy from Canada substantial quantities 
of war goods and thereby make United States dollars avail- 
able to us. The United States also undertook to lease-lend 
to the United Kingdom component parts and materials used 
to fabricate war supplies in Canada. Since the spring of 
this year, sales under that agreement have been mounting 
in most encouraging fashion, and while we have still a de- 
ficit, and are still losing United States dollars, the amount 
of the deficit has been greatly reduced. Foreign exchange 
is not plentiful. It remains an object of concern, but it no 
longer occupies the dominant position in fiscal policy that 
it held even a few months ago. 


By May 1941 it was apparent that we faced quite a new 
situation. Up to then, our major concern had been ex- 
change. The risks of inflation lay only in the future. A 
number of price problems had been encountered, but it 
was fully realized that up to that time no really serious 
inflationary problems had been met. From then on, we 
faced not the shortage of U. S. dollars, but the shortage of 
actual materials and goods and of the labour and equip- 
ment to make the goods. 

The facts which underlay this new situation were these. 
First, our own war programme in terms of industrial pro- 
duction had begun to roll in impressive fashion. It was 
proving even greater than had been anticipated. An in- 
dustrialist summarized the experience the other day very 
aptly by saying you never get new production as soon as 
you expect but when it comes it is more than you expect. 
It was not only production for our own use but for that of 
the United Kingdom and of the United States. As the new 
plants were manned, and as the requirements of the armed 
services were met, manpower became scarce. Broadly 
speaking, and with some exception, it is true that from the 
summer of 1941 on, additional manpower for the fighting 
services and for war industry will be made available by the 
recruiting of more women for industrial jobs and by the 
curtailment of employment in civilian industries. 

The second fact was that the Battle of the Atlantic and 
the rearrangement of the merchant fleets of the United 
Kingdom and the United States had made shipping space 
extremely scarce on many of the world’s trade routes. All 
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sorts of supplies which had been plentiful a few months 
before, now became scarce because cargo space for their 
transport was scarce. Thus rubber, jute, cork, oil, minerals 
and all sorts of other products became difficult to obtain. 

Thirdly, as our own programme mounted, the United 
States defence programme together with the lease-lend pro- 
gramme for Britain were rapidly filling up the industrial 
capacity of that country. American industry became busier 
than it had ever been before. It no longer stood idly by 
anxious to fill any deficiency which Canada felt. True, Un- 
ited States labour was not yet fully employed, but it was 
being drawn into employment as rapidly as organization 
could be effected. We no longer had the bottomless reser- 
voir of surplus supplies out of which to remedy our own 
shortages. This was particularly true of steel and other 
metals. 

Fourthly, it is worth mentioning that the very threat 
of shortages and the forecasting of restrictive measures 
promoted a high degree of forward buying on the part of 
both the consuming public and business in the United States 
and to some extent in Canada and so to real scarcities there 
were added some artificial scarcities which were none the 
less important. 

Even the most casual analysis during the past summer 
showed that we were face to face with a real test of prices. 
All about, one could see, and can see, familiar evidence of 
a period of sharply rising prices. The symptoms of slow 
deliveries, duplicate orders, shopping about for supplies and 
congested transport were in full evidence. Already during 
the summer, the most rapid price rises of the war were 
taking place. 

II}. Wages 

There is another element in the framework of govern- 
ment policies which requires some explanation. The re- 
quirement of fair wages in war contracts was an extension 
of peacetime policy. Wage policy began to be considered 
in a new aspect in January 1940. It was then proposed in 
order to facilitate long-term shipbuilding contracts that all 
wages in the shipbuilding industry should be adjusted per- 
centage-wise according to the index of the cost of living. 
This proposal was rejected as furnishing a model which 
would encourage inflationary tendencies. 


391 








THE CANADIAN CHARTERED ACCOUNTANT 


In March 1940 when the coal operators and the United 
Mine Workers of District 18 were attempting to negotiate 
a new wage contract for the duration of the war, a quite 
different proposal was made. This proposal, as it ultimately 
emerged, was for a stabilization of basic wage rates for the 
duration of the war subject to the payment of a flat, not a 
percentage, cost of living bonus based on the increase in 
a budget calculated for the region in which the coal mines 
were. It was provided that no bonus should be paid until 
after an initial 5% increase had taken place in the cost 
of living. It was provided that such increase in prices as 
could be attributed to increases in taxes on commodities 
would be eliminated from the calculation. This proposal 
was given governmental approval, and became the basis of 
a wage contract for the duration of the war. This was a 
constructive step of the first importance, and the Union 
leaders who considered not only their own problems but 
their place in national problems are deserving of a high 
tribute. 


In the fall of 1940, it became apparent that certain 
wage problems were becoming critical. It will be remem- 
bered that in the budget of June 1940 the excess profits 
tax rate had been put at 75% and that in July following 
the fall of France the Department of Munitions and Supply 
greatly enlarged its industrial programme and undertook 
a great many large projects for the development of new 
plants. Contracts could no longer be awarded at fixed prices 
to the lowest bidder. Firms which had hitherto only em- 
ployed 200 employees were being asked to employ 2,000 and 
in a plant not yet built were asked to produce products 
with which they had no experience and for which there were 
as yet no blueprints. In one form or another, a vast num- 
ber of contracts became in fact “cost contracts,” contracts, 
that is, in which the price would be adjusted with the ap- 
proval of the Department as costs of materials and labour 
changed. This fact plus the 75% excess profits tax meant 
that many if not most war industry employers were no 
longer concerned with the firm’s ability to pay increased 
wages. The ultimate decision on wages rested with the 
Minister of Munitions and Supply, who could approve or 
disapprove. Even in a fixed price contract, the employer 
might calculate that, under the excess profits tax, of every 
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dollar increase in wages the government paid 75 cents. On 
the other side, there existed keen rivalry between different 
groups of unions to organize workers for collective bar- 
gaining, and these could often promise wage increases in 
advance. Neither must we forget that many employers 
were anxious to grant, under these circumstances, wage in- 
creases which might deafen their employees to the per- 
suasions of the union organizer. 

Under these circumstances, the very basis of collective 
bargaining in war industries had been profoundly modified. 
If there was to be an alternative to fixing individual wage 
rates by government authority, it was necessary to find 
some formula for the equitable adjustment of wages or a 
set of principles. This was the origin of Order in Council 
7440. It instructed conciliation boards in reporting on dis- 
putes to consider present wages to be reasonable except 
where it could be definitely shown that they were unduly 
depressed and that instead of increases in basic rates it 
was desirable that cost of living bonuses should be awarded 
on a flat basis equal for all workers. This order could not 
be considered a substantial bulwark against inflation in 
view of its application to war industry alone. It was a de- 
vice for meeting a real situation in which the ordinary 
process of wage negotiation had already broken down. It 
was, however, thought that if the formula commended it- 
self to employers and employees, its voluntary adoption on 
a wider scale might fit into an anti-inflation programme. 


Ceiling Imposed on Wages and Prices 


These then were the elements of policy which had been 
put into effect by the summer of 1941. The underlying 
facts in the economic situation were very clear. There was 
a shortage of supplies coming from other countries. Within 
Canada, labour had become scarce; there was an acceler- 
ating movement of labour out of civilian industry into war 
industry and the armed services. Yet many war plants 
were not yet fully manned. There had taken place during 
the summer a rise in agricultural prices which, for the 
first time during the war, had put farm prices, with the 
exception of the price of wheat, on what was a fairly reason- 
able relationship to other prices. Already, it had become 
necessary to curtail output of automobiles, radios, refriger- 
ators and a lengthening list of other consumers’ goods and 
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other curtailments were daily becoming mandatory. It was 
perfectly clear that the crisis of price control was on. The 
War Time Prices Board, which had done able and intelligent 
work on a selective basis during the period when individual 
causes were affecting prices of individual products, was 
finding it difficult to keep up with the greatly increased 
number of problems. On the other side, the Department 
of Labour reached the conclusion that as war industry and 
civilian industry competed for labour, Order in Council 7440 
had either to be expanded or withdrawn. 


It was in this situation, as agricultural prices swung into 
reasonable line with other prices, as wages had had two 
years of wartime demand to adjust themselves, and as it 
was perfectly clear that the future would bring strong, 
upward pressure on nearly all prices, that the government 
decided on the bold step of imposing simultaneously a ceil- 
ing on all prices at the levels actually reached four weeks 
prior to 11th October and a ceiling on all wages except 
those determined by a joint board to be unduly low and 
out of line. The ceiling on wages was made subject to 
further modification by flat cost of living bonuses, equal for 
all workers and payable if the price ceiling should be modi- 
fied in any important degree. 

It was perfectly evident that the government must meet 
the price problem on the nose or let its anti--inflationary 
policy go by default. Fiscal measures are helpful and will 
continue to be necessary but neither taxation nor forced 
saving is quick enough in application nor flexible enough 
in method to prevent consumers with their pockets fuller 
than usual from bidding up prices. It was going to be in- 
creasingly necessary to remove from the market in part 
or in whole a great many articles for which materials and 
labour can no longer be spared. 


Having considered the possibilities of a selective price 
control as against a universal price ceiling, the government 
made its decision in favour of the latter. It is more just. 
It could be put into effect more quickly. Though the ad- 
ministrative problems are very great, they are really less 
than those of attacking prices one by one or group by group. 
It requires that price increases be justified in advance rather 
than require the government to condemn them after they 
had taken place. 
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There are serious administrative problems to work out 
but the calibre and experience of the organization which is 
being built up rapidly are a guarantee that administrative 
delays will be reduced and that decisions will be such as to 
facilitate not hamper the transaction of legitimate business. 


The wages order involves a limitation of the established 
practices of collective bargaining. That is to be regretted, 
but the limitation is imposed less by the order itself than 
by the facts of the situation in which we find ourselves. 
The decision must be judged not merely by the considera- 
tions of the moment but by the effects during the war and 
the post-war period. It is my own personal conviction that 
if the policy of the price and wage ceiling is effectively 
carried out it will leave labour organizations more extensive, 
more soundly established, more united and ably led in the 
post-war period than they could possibly emerge from 
“roller coaster” experience of inflation. It is well to point 
out that the wages order provides for the fullest participa- 
tion of labour in the administration of this and other orders 
and that there is nothing in the order which freezes wage 
rates which a joint board finds to be unfair or unduly low. 


In conclusion, these two orders together with the forth- 
coming one on salaries and the progressive curtailment of 
civilian supplies constitute a system of economic controls 
which no one in his senses welcomes for its own sake and 
which no one in his senses will desire to retain beyond the 
emergency. It is a system to be accepted because of the 
harsh necessities of the hour. It is not the adoption of 
somebody’s theory, it is not an imitation of some other 
country’s policy, but an honest attempt to meet a practical 
situation—to fit at least a nearly round peg into a round 
hole. 

To be fully successful, the policy requires a popular 
understanding of the reasons for the policy and of the 
importance of its objects. It requires equally willing co- 
operation on the part of the public in the administration 
of the policy and its enforcement. It is easy for a com- 
munity to understand and accept the annoyance of measures 
which protect them from physical violence. It is difficult 
to do so in the case of measures which protect it against 
the intangible but none the less real dangers and injustices 
of inflation. 
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In this address there has been no attempt to give guesses 
as to the answers to innumerable problems which will have 
to be answered by the Wartime Prices and Trade Board and 
the War Labour Board. If I have made you see that the 
Price and Wage Ceiling orders are the culmination of anti- 
inflation policy adjusting itself to a developing war economy, 
if I have made you realize that these orders are practical 
answers to real problems of the most serious character, 
and that with public understanding and public co-operation 
the policy can be made a triumph in national self-discipline 
and in democratic government—if these things have been 
made in any degree clear, then the time has been well 
spent for both of us. 


EXCESS PROFITS TAXATION 


The Canadian Act and its Administration’! 
By J. Ross Tolmie, LL.B., Ottawa 
Principles and Purposes 


. basic principles and purposes of The Excess Profits 
Tax Act, 1940 might be said to be twofold. (1) The 
Moral Aim of Taxing Excess Business Profits, excess being 
defined as the difference between your wartime profits and 
your pre-war profits. This aim, in the opinion of some, 
springs from political soil. Dr, Harley L. Lutz of Princeton 
University has said of the American Act: “There is only 
one case for the excess profits tax and that is the political 
case. There is no real danger of creating war millionaires 
this time.” Possibly some Canadian economists may agree 
with him, but I suggest that advance statistics of 1940 pro- 
fits and taxes from a considerable sample of Canadian com- 
panies might indicate striking evidence to the contrary. (2) 
To Secure Revenue from Business Profits to Finance the 





1This paper is in no sense an official statement: it represents the 
personal opinions of the writer. 

Mr. Tolmie is one of the solicitors of the Income Tax Division 
of the Department of National Revenue, Ottawa. This paper was 
delivered at a meeting of The Canadian Political Science Association 
and published in its Journal of August last. It is published here with 
the kind permission of the Association. A paper giving the business 
man’s view on taxation was also read at that meeting by one of the 
members of our Association, Mr. Campbell W. Leach, C.A. 
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War Effort. As indicated in the last budget, The Excess 
Profits Tax Act is expected to produce $220 million in a full 
year. The revenue is to be produced only partly out of ex- 
cess profits since there is a minimum tax now of 22 per cent 
on total profits if the 75 per cent tax on excess profits does 
not exceed the 22 per cent tax on total profits. Thus even the 
business which was highly prosperous during the pre-war 
period and has not increased (but may even have decreased) 
its profits since the war began, will pay a very substantial 
tax under the Excess Profits Tax Act. 

Excess Profits—The term “excess profits” raises im- 
mediately the concept of standard or pre-war profits. As 
defined in our Act excess profits means simply that portion 
of the profits of the taxpayer in excess of the standard 
profits. No attempt is made in the Canadian Act to dis- 
tinguish between the two types of socially undesirable gains 
that might be inherent in excess profits, namely: (a) exces- 
sive profits, being a return greater than what is considered 
a fair return on capital employed; and (b) war profits, be- 
ing the extra profits derived in wartime. These two ele- 
ments are both presumed to exist in that portion of the 
profits of the taxpayer in excess of his standard profits. That 
practical, and unanalytical, view finds ready acceptance 
everywhere and it is often expressed in the popular dictum 
that “no man should find himself richer at the end of this 
war than he was at the beginning.” This simple test of 
“excess profits” has been adopted by the United Kingdom, 
and also by the United States with, however, an alternative 
capital-standard test which has the effect, in the eyes of 
some critics, of preventing the American Act from carrying 
out either theory of how excess profits should be measured. 
As the Harvard Law Review" put it, “in effect the Act taxes 
only those ‘war profits’ which are not un-excessive profits.” 
The profits standard has likewise been adopted by New 
Zealand with an alternative capital-standard test. Aus- 
tralia has adopted the capital standard as the sole basis for 
measuring excess profits. 

Standard Profits—What is the proper pre-war standard 
profits from which to measure excess profits? Mr. Fernald 
of New York in a discussion of excess-profits-tax principles 
at the National Tax Association Conference last September 
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stated that there are three essential bases which must be 
incorporated in any definition of standard profits. His three 
bases were: (1) the average net profits of the taxpayer in 
the base or standard period; or (2) a fair and normal return 
on the invested captial of the taxpayer; or (3) a special base 
to be provided by an independent tribunal from broad stan- 
dards of equity, in special relief cases. An examination of 
the Canadian Act will indicate that even though it relies 
primarily on the pre-war earnings standard yet, these three 
essential bases are provided, though it is only since this 
year’s amendment (which at the time of writing has not 
yet been passed) that provision has been made for compre- 
hensive and adequate jurisdiction in the Board of Referees 
to provide the third type of base in those special cases where 
a capital standard would be inapplicable. 

The first base mentioned by Mr. Fernald, namely the net 
profits of the taxpayer during the base or standard period, 
is designed to take care of the majority of cases. Under 
the Canadian Act the standard period is the calendar years 
1936, 1937, 1938, and 1939, or the portions of the fiscal 
periods falling within those calendar years, profits of fiscal 
periods being deemed to accrue by equal daily increment. 
Contrast this with the British standard which offers a 
choice of combinations of years but requires the taxpayer 
to exclude 1938 and 1939. Old businesses, those commenced 
before lst January 1935, have the option in the United 
Kingdom of choosing the profits of 1935, or 1936, or the 
average of the profits of 1935 and 1937, or the average of 
the profits of 1936 and 1937. Newer businesses, those com- 
menced since Ist January 1935, but before lst January 1936, 
have the choice of either the profits of 1936, or the average 
profits of 1936 and 1937. Still newer businesses, those 
commenced since Ist January 1936, but before 2nd July 
1936, have the choice of any twelve-months’ period ending 
not later than 3lst January 1937. The British Act does 
provide as an alternative for new or depressed businesses 
the second type of base mentioned by Mr. Fernald, but it ap- 
parently omits the third type and therefore offers no statu- 
tory solution for the abnormal case where capital is an in- 
appropriate standard. 

New and Depressed Businesses (Pre-war earnings un- 
available or unjust)—Naturally the pre-war earning record 
is not applicable to these two type of cases: i.e., (a) the 
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business which was so depressed during the pre-war stan- 
dard period that it would not be just or reasonable to count 
the results of such period as normal; and (b) the new busi- 
ness which was not established during the pre-war standard 
period. The Canadian Act follows the British solution to 
these problems by providing for a Board of Referees to deal 
with such cases giving the Board power to set a fair and 
reasonable standard profits subject to certain limitations 
(6 per cent for depressed and 8 per cent for new—in Great 
Britain; 5 to 10 per cent for depressed and any percentage 
for new—in Canada). 

Board of Referees—The Board of Referees under the 
Canadian Act as it is at present, or as it will be if amended 
according to recent announcements, is empowered to set the 
standard profits of such new or depressed businesses, in ac- 
cordance with the three basic remedies mentioned by Mr. 
Fernald, viz.: (1) The depressed business, either depressed 
as an industry or depressed individually because of some 
peculiar reasons of its own, can secure as a standard profits 
a return on its capital at such a percentage as the Board 
thinks just, not exceeding 10 per cent. Capital is strictly 
defined in the First Schedule to the Act and might be sum- 
marized as being net equity capital. (2) New businesses, 
that is those commenced since lst January 1938, are en- 
titled to a rate of return on capital as the Board thinks just, 
being what the Board considers equal to the rate of return 
during the standard period of taxpayers in similar circum- 
stances engaged in the same or an analogous class of busi- 
ness. (3) Either depressed or new businesses, where capi- 
tal is not an important profit-contributing factor, or where 
the capital has been abnormally impaired, may seek a stan- 
dard profits from the Board of Referees on some basis other 
than the capital standard, the Board being guided by the 
actual earnings record in the standard period of similar 
taxpayers in comparable circumstances engaged in the same 
or an analogous class of business. The stock example of the 
type of case for which relief is contemplated in this provi- 
sion is the depressed or new personal-service corporation 
where the capital employed is often of negligible value com- 
pared with the earning power of the business. 

Thus the machinery has been provided whereby all busi- 
nesses may secure a standard profits, and once that is se- 
cured, whether it is simply the average of the 1936-9 profits 
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of the business or whether it is the standard profits set by 
the Board of Referees or it is the statutory minimum of 
$5,000, the ascertainment of excess profits is (apart from 
certain technical adjustments in the interests of equity and 
reasonableness) simply a matter of deducting the standard 
from the taxation year’s profits. This paper cannot deal 
with the problems or considerations which will be met by 
the Board of Referees in their work of determining various 
business risks and in measuring the invested capital of the 
various taxpayers who appear before them. I would refer 
you to Dr. Carl Shoup’s discussion of this problem in a paper 
given at the National Tax Association Conference in Sep- 
tember last where he pointed out the tremendous difficulties 
of the task and the lack of knowledge or trustworthy prin- 
ciples upon which any work in this direction might be based. 
He indicated that until much more information is at hand, 
any elaborate or drastic differentials in rate of return on 
capital to match difference in risk should be avoided. Never- 
theless he pointed out that unless the tax was to have the 
effect of driving capital into the stable-return businesses 
some recognition must be given to the various risks that 
the investor in various businesses faces. Therefore it is 
necessary in his opinion that the principle of differentia- 
tion in rates of return be adopted, even though the differ- 
entials are only moderate, as for example between different 
industries, and ways and means of applying or refining 
those differentials should constantly be sought. 

The range provided in the Canadian Statute in the case 
of depressed businesses is between 5 and 10 per cent and 
whether the principle of funnelling into that narrow range 
all the different risks that might be met is adopted or not 
(and on this disputed point much can be said for either 
view) the range would appear to offer scope for what Dr. 
Shoup calls “moderate differentials,’ and it certainly is a 
recognition of the principle of differentiation. The range of 
risks provided in our Act for new businesses is limited oniy 
by the actual experience of business in the standard period. 

Capital Employed—The measurement of capital employ- 
ed is a difficult task and although the taxpayer himself, and 
later the Department, must compute it, the final determina- 
tion is made by the Board. The Act delimits the concept of 
capital employed strictly to net equity capital actually em- 
ployed in the business. 
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Borrowed capital is excluded. As the late Lord Josiah 
Stamp pointed out in his study of excess profits tax of Bri- 
tain in the last war, the basis of this exclusion is found in 
the reasoning which dictated the allowance of interest on 
borrowed capital as a business expense. Much has been 
written and said on the question since then, and perhaps I 
might summarize some of the considerations pro and con. 

In favour of the exclusion of borrowed capital, in addi- 
tion to the fact that interest thereon is allowed as an ex- 
pense, is the pure concept of the nature of the enterpriser’s 
risk, and what return thereon should be allowed to him as 
being a normal and just return on his risk. If the enter- 
priser put in $100 of his own money and borrowed $100 he 
surely is not entitled to say that he has $200 at risk in the 
business. The possibility of making a certain percentage 
on his invested capital was the inducement necessary to get 
him into that business. 

The arguments against exclusion of borrowed capital 
might be summarized as follows: (1) The tax is levied on 
the business and not on some part of the business or merely 
the equity-holders of the business although the tax undoubt- 
edly affects the equity-holders with greatest intensity. (2) 
The thin-equity owners have a greater risk by reason of the 
borrowed money and to refuse to recognize this borrowed 
capital is to ignore the fact that the equity owner contem- 
plated a premium return on the borrowed capital as well 
as his own capital in consideration for his undertaking the 
risk inherent in his borrowing the money. (38) The simi- 
larity between borrowed capital and preferred-stock capital 
raises the question of what particular virtue is inherent in 
the latter. Most preferred stockholders are, from the point 
of view of economic motives, more like creditors than equity 
stockholders. (4) The exclusion of borrowed capital raises 
many embarrassing border-line problems such as the at- 
tempt to distinguish borrowed capital from the portions of 
executive salaries left in the business, or open-account loans 
on which no interest is payable (which problem, however, is 
to be relieved in some measure by this year’s amendment 
whereby recognition is given to non-interest-bearing per- 
manent advances from parent to subsidiary as being capital 
and not borrowed money). 

Probably these difficulties induced the American govern- 
ment to compromise by allowing one-half the borrowed capi- 
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tal (presumably on the theory that the interest deduction 
compensated for the disallowance of the other half). Like- 
wise the British government in the last budget announced 
that increases of capital in established businesses and the 
capital of new businesses shall be computed by reference 
to the total capital employed irrespective of whether it is 
berrowed or invested. The interest paid on such borrowed 
capital will no longer be allowed as a deduction in comput- 
ing profits so that the expanding company or the new com- 
pany will gain to the extent that the 8 per cent return on 
new capital which is allowed for purposes of standard pro- 
fits under the British Act exceeds the rate of interest paid 
on the borrowed capital. 

Sir Kingsley Wood in his budget speech indicated that 
these proposals were directed to encourage industry to un- 
dertake such development and extension as the war effort 
requires and therefore the concession was limited to in- 
dustry and was not to be extended to financial concerns 
such as banks, insurance businesses, investment businesses, 
etc. (Possibly the difficulty of raising capital in any other 
manner than by borrowing was one of the reasons for this 
concession in England.) 

The ascertainment of net equity capital on the basis of 
the true cost of assets presently employed presents many 
highly contentious points. The Act calls for the ascertain- 
ment of the cost price in money or money’s worth. You can 
well imagine the problems inherent in this investigation in 
the case of an old company which has gone through reor- 
ganizations. It also calls for a valuing of the price paid by 
the present owners for the assets that are employed in the 
business. If some assets were acquired otherwise than by 
purchase—e.g., by gift, or devise—then the fair value of 
those assets at the time of acquisition must be determined. 
Thus present-day appraisal values are not considered. The 
obvious incentive inherent in this basis of valuation to sell 
out to a successor at a higher price and thus let the suc- 
cessor secure a higher capital and consequently a higher 
standard profits, is countered by section 15, whereby tax- 
avoiding transactions can be challenged and voided by 
Treasury Board. From the original cost values must be de- 
ducted the accumulated depreciation—or depletion—to ar- 
rive at the present-day residual cost value. Then, in order 
to arrive at the owner’s equity in such assets, the borrowed 
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money and debts must be deducted; likewise any govern- 
ment subsidy which was paid to the taxpayer to enable him 
to acquire any of his assets. Finally, unproductive assets 
and assets producing tax-free income (such as shares in 
another Canadian company held by a corporation taxpayer) 
must be excluded, otherwise they would be used to build up 
a standard profits which would be used to give immunity 
from excess profits tax to profits produced by other assets. 
Were this provision not in the Act, there would be a temp- 
tation to dilute high-yield capital with low-yield or sterile 
assets. (One possible difficulty—what if borrowed money 
is used to purchase such assets ?—the statutory direction to 
deduct both the borrowed money and the cost value of such 
assets would result in a double deduction. This difficulty, 
if encountered in actual practice, and if it can be clearly 
established that the borrowed money was so expended, 
might reasonably be met administratively.) 

Intangibles present a peculiar and difficult problem in 
any computation of capital. In the last war all the Excess 
Profits Tax Acts severely limited the inclusion of this type 
of capital; in our present Act they are included, if acquired 
by way of purchase. In theory such things as patents, copy- 
rights, secret processes, trade-marks, etc., are properly 
classed as true working assets of the business, representing 
capital outlays whose benefits last more than one account- 
ing period. Goodwill is often a fictitious item—a mere bal- 
ancing-factor in the balance-sheet, or a capitalization of the 
prospective earning power of the business. Hence, unless 
it has been purchased for a true cash, or cash-equivalent, 
consideration it is excluded. 


Administrative Considerations 

Having examined the basic framework of the Act, and 
its scheme for providing a standard for every business, let 
us look at the more important mechanical features. 

Adjustments to Standard Profits—Since the ascertain- 
ment of excess profits by means of measuring taxation 
year’s profits against standard profits depends upon the as- 
sumption that any difference in level of profits between the 
two periods is due to war activity, it follows that care must 
be taken to ensure that, apart from the matter of profits, 
the business in the taxation year is the same as the busi- 
ness in the standard period. In other words, you must com- 
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pare like with like. For example, the length of the fiscal 
period in the taxation year may be different from the aver- 
age length of the fiscal periods of the taxpayer in the stan- 
dard years. Provision is made for an adjustment to take 
care of this situation, the mechanics being simply an arith- 
metical adjustment of the standard profits to what they 
would have been if the average standard year were of equal 
length with the taxation year, profits being deemed to ac- 
crue on an equal daily basis. 

In a similar manner adjustments are called for in cases 
where the size of the business, measured on a capital-em- 
ployed basis, has varied between the standard period and 
the taxation year. By this year’s proposed amendment, the 
adjustment in all cases is to be on the basis of a fixed per- 
centage—viz. 714 per cent of the capital change. Thus if 
$100 capital has been withdrawn from the business since 
the standard period, 714 per cent thereof, or $7.50, will be 
deducted from the standard profits. If $100 has been add- 
ed, $7.50 will be added to the standard profits. Some ques- 
tion exists whether this rate is high enough to induce in- 
vestment in high-risk enterprises. 

That is the theory and basis of the adjustment in its 
simplest form. Many complications arise in practice, and 
it is not proposed to go into them here, but perhaps two 
refinements of the basic principle should be mentioned. 


First, there is the situation where a change in capital 
has been made during the standard period, say at the be- 
ginning of the fourth year. In that case the standard pro- 
fits already reflect the effect of the capital change to a par- 
tial extent, namely to the extent that the fourth year’s 
earnings are greater by reason of the additional capital, 
which increase in earnings appears in the standard or aver- 
age profits to the extent of one-fourth thereof. In order to 
render the standard profits fully comparable with the taxa- 
tion-year profits, the increased earning power of the new 
capital should be reflected to the extent of four-fourths. 
This is done by adding 71, per cent of the additional capital 
to the profits of the standard years when it was not present. 
A corresponding method of adjustment downwards is made 
for capital withdrawn during the standard period. It is 
noteworthy that the United States Act fails to take account 
of changes during the standard period. Capital changes 
since the end of the base period entitle the United States 
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taxpayer to an 8 per cent addition to his base, or a 6 per 
cent reduction, depending on whether capital is added or 
withdrawn. 

Secondly, there is the refinement which the Statute im- 
poses on adjustments in the case of changes in capital em- 
ployed by corporations since the commencement of the 1939 
period. Such changes must be accompanied by an equiv- 
alent change in the capital stock of the corporation before 
any adjustment will be made. In other words, mere fluc- 
tuations in the surplus or deficit account will not call for an 
adjustment. If accumulated earnings are simply left in the 
business, and ploughed back as working assets, they will 
not receive any credit for purposes of that company’s stan- 
dard profits unless they are capitalized, which means a stock 
dividend. The reason for this formal requirement is essen- 
tially administrative—every company shows small varia- 
tions from year to year in its net-worth position: they never 
pay out in dividends the exact amount of their earnings. If 
adjustments were made for the relatively minor variations 
in the net-worth position of every company in Canada, the 
assessing work would take far more time than is available 
to the Income Tax Division. If the variation in capital em- 
ployed is sufficiently important to call for an increase or re- 
duction in share capital of the corporation, then it is deemed 
sufficiently important to require an adjustment to the stan- 
dard profits. Incidentally, if undistributed earnings of a 
corporation are capitalized by means of a stock dividend, 
such stock dividend is taxable income of the shareholders 
under the Income War Tax Act—which is as it should be. 

A special basis of adjustment is recognized for gold mines 
and oil wells. As a measure of the increase or decrease in 
the size of these two particular types of enterprises, the 
variation in capital employed is peculiarly inappropriate. 
Besides that, there is the paramount public policy of en- 
couraging production in these exchange-producing or ex- 
change-saving enterprises. Therefore volume of production 
rather than capital employed has been adopted as the basis 
for adjustment. The result is to set a maximum excess 
profits for these enterprises of the premium value of their 
present-day volume of production, assuming costs to remain 
constant. 

A fourth ground for adjustment was introduced in the 
original Act but has been dropped this year, namely an ad- 
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justment for any change in the depreciation allowances or 
other charges as between the standard period on the one 
hand and the taxation period on the other. As Mr. Ilsley 
stated in his pre-budget announcement on the changes to 
the Act, great difficulty was encountered in attempting to 
define the sort of changes in respect of which adjustments 
in standard profits might properly be allowed. Actually, the 
adjustments contemplated in this original provision, if fol- 
lowed to their logical conclusion, would mean a complete 
equalization of the profits in the taxation period as com- 
pared with the standard period. 

Then, in addition, it was soon realized that as good a case 
might be made out for adjustments by reference to any un- 
usual type of receipt in the standard period or in the taxa- 
tion period, e.g. the receipt of a foreign dividend which had 
never been received before. But adjustments for such posi- 
tive items, if followed to their logical conclusion, would most 
assuredly mean a complete equalization of profits in the 
taxation period with those of the standard period. There- 
fore the section was dropped and the Minister indicated 
that extraordinary cases of hardship might be relieved by 
means of the machinery for the remission of tax set up 
under the Consolidated Revenue and Audit Act. The situa- 
tion is left, therefore, that each case must rely upon its own 
individual merits for any equitable relief in this regard. 
Compare the saving clause in the United States Act which 
gives blanket powers to the Commissioner to “make such 
adjustments as may be necessary to adjust abnormalities 
affecting income or capital” (s. 722). 

A provision in the Act enables the standard profits of a 
predecessor business to be incorporated with those of a suc- 
cessor business where the business was acquired by the 
successor from the predecessor as a going concern since 
January 1, 1938: in other words, mere legal technicalities 
of changes in ownership, as, for instance, where a provin- 
cial company is dissolved and a Dominion company formed 
to carry on the same business, will not break the continuity 
of the business for purposes of the comparison between 
pre-war and war-time profits. 

Exemptions—The tax is levied upon the annual profits 
of all persons resident or doing business in Canada derived 
from carrying on business. How far does this charge go? 
The basic theory of excess profits taxation dictates the ex- 
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emption of various non-business enterprises such as profes- 
sional activities, personal holding corporations, that peculiar 
type of foreign holding company called non-resident-owned 
investment corporations under Canadian income tax legis- 
lation, the diversified investment corporations which are to 
be carefully defined by this year’s amendment to the Act, 
and other time-honoured exempt institutions such as muni- 
cipal undertakings, charitable institutions, mutual corpora- 
tions, “4K” companies, co-operative banking institutions. 
The professions are excluded. The definition and the de- 
limiting of the category of professional activities is a dif- 
ficult and thorny problem. As Lord Justice Scrutton said 
in a leading English case, the word “profession” involves 
the idea of “an occupation requiring either purely intellec- 
tual skill or manual skill controlled as in painting, sculpture, 
or surgery, by the intellectual skill of the operator, as dis- 
tinguished from an occupation which is substantially the 
production or sale or arrangements for the production or 
sale of commodities.’”* 

The Canadian exemption restricts even that narrow def- 
inition of a profession: in addition to the activity being a 
professional one it must also be one where little or no 
capital is employed. Then there is a statutory provision 
against the inclusion of those whose businesses consist 
wholly or mainly in the making of contracts on behalf of 
others or the giving to others of advice of a commercial 
nature in connection with the making of contracts. 

The stock reason given for the exemption of the pro- 
fessional man from excess profits taxes in the last war was 
that his activities depend upon his brain and not upon any 
capital, and that therefore a capital standard could not be 
devised for him. And since no satisfactory test for ex- 
cessiveness other than the capital-standard test has yet 
been devised, any excess profits tax on professional incomes, 
or salaried incomes, is said to be impractical. However, 
the concession announced in this year’s amendments to the 
Act whereby low capital businesses may secure a standard 
profits from the Board of Referees on some basis other than 
capital would seem to remove much of the validity of this 
stock reason for exempting professions. There is possibly 
another and more fundamental reason for exempting pro- 





8C.1.R. v. Mazse, (1919) 1 K.B. 647, at p. 657. 
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fessions, namely that the professional man, just like the 
salaried man, is selling nothing but his time, and since he 
has only twenty-four hours a day he is not likely to be a 
war profiteer or to benefit by windfall profits due to the 
increased economic activities of the nation during war-time. 
The personal income tax rates are designed to tax the 
professional as well as the salaried man at progressive 
rates as his earnings go up. An excess income tax has not 
been proposed in Canada yet. 

The exemption of small businesses, namely businesses 
with profits of $5,000 or less, is purely a practical exemp- 
tion—the amount of work that would otherwise be involved 
in this class of business would outweigh the probable ag- 
gregate tax that would be secured. In the last war the 
Canadian Business Profits Tax Act exempted businesses with 
a capital of $50,000, later reduced to $25,000. The present 
British Act exempts profits of £1,000. The American Act 
gives a $5,000 exemption and in addition is limited in ap- 
plication to corporations, thus dispensing with the work of 
considering a vast number of small unincorporated busi- 
nesses. The American reason for not taxing individuals 
and partnerships was stated to be that the personal income 
tax rates were already steeply graduated, and that in ac- 
tual practical effect few businesses making profits of $5,000 
or more were unincorporated.° 

Salary Deduction for Proprietorships—The American 
discrimination between incorporated and unincorporated 
businesses raises the matter of the artificial salary allow- 
ance accorded to partnerships and proprietorships under 
the Canadian Act. This was designed to remove some of 
the discrimination between incorporated and unincorporated 
taxpayers under the Excess Profits Tax Act where for the 
first time the unincorporated business was subject to a 
business tax. The business profits of an incorporated tax- 
payer are assessed after salary deductions: the business 
profits of an unincorporated taxpayer are assessed without 
regard to any drawings or other payment to the proprietor 
or partners. To equate the two it was deemed necessary 





4See J. R. Hicks et al., The Taxation of War Wealth (Oxford, 1941) 
for a discussion of the desirability of an excess income tax as a sup- 
plement to an excess profits tax. 

5“Mobilization for Defence” (Harvard Law Review, December 1940, 
p. 278). 
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to allow the proprietorship or partnership a deduction sim- 
ilar to what they would get if they had incorporated, being 
limited, however, to a maximum of $5,000 per year for each 
proprietor or partner. Having conceded that artificial de- 
duction to the proprietorship in the taxation year, it is 
necessary to take a similar deduction from the standard 
profits (they being computed without any benefit of the 
artificial salary allowance) so that one will be comparing 
like with like in comparing taxation-year profits and stand- 
ard profits. The net effect, therefore, is that the salary 
allowance is of practical benefit to the proprietorship or 
partnership only if it is subject to the 12 per cent (or 22 
per cent) tax on total profits. 

Administrative Considerations—All writers on excess 
profits taxation point to the serious danger of extravagance 
and waste which is inevitably associated with a high or a 
confiscatory rate of taxation on the marginal dollar of 
profits. This was the Achilles heel of the Excess Profits 
Duty in England in the last war, as noted by both Stamp 
and Haig. The same danger has been pointed out in recent 
months, as, for example, the Economist of 5th April 1941, 
when that paper came out strongly for a reduction in the 
100 per cent rate of tax in Great Britain on the realistic 
ground that a reduction in the rate would be stopping waste 
and laxity, and providing incentive to increase profits and 
predicted that the yield would be greater, particularly so 
if virtually all production is for government account or for 
private necessaries, the cost of which helps to determine 
wage bills, etc. The British Budget of 8th April adopted 
this suggestion. 

The Canadian Act has a very powerful, and, apparently, 
efficacious, section to meet the type of tax avoidance in- 
volved in abnormal and extravagant expenditure. This sec- 
tion gives the Minister power to disallow any expenditure 
which he deems in excess of what is reasonable and normal 
for the business carried on. Warnings have been given to 
the taxpaying public that this section would be invoked in 
proper cases, and it is believed that Canadian business is 
co-operating fully and whole-heartedly to eliminate extrav- 
agance and inefficiency. 

Another section of the Act confers wide powers on the 
administration to block specious tax-avoidance deals. This 
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is the section which provides machinery for avoiding for 
tax purposes the results of any transaction which in the 
opinion of the Treasury Board has artificially reduced or 
would artificially reduce taxation under the Act and which 
has no reasonable business purpose other than that of avoid- 
ing or minimizing taxation. No technical rules of evidence 
or law can prevent the examination of the transaction or 
obscure the real picture, and if the transaction turns out to 
be what a learned Canadian judge recently termed “a hug- 
ger-mugger deal,” the incidence of tax will remain the same 
as it would have been if the transaction had not been 
entered upon, 

To many people this type of legislation is abhorrent but 
possibly the present high levels of taxation justify unusual 
methods to meet the few cases of “tax dodging” which do 
occur. As the Economist® pointed out, the best answer to 
the Nazi allegation that Jews and plutocrats are fattening 
on our war effort is for the law to pounce upon the real 
profiteer whenever he appears, however rarely. That he 
will appear in specious disguise is certain: “The profiteer 
works in devious ways his plunders to perform,” as the 
Economist parodied the well-known line—and for that reason 
it is essential that the extraordinary section in our Act to 
stop evasion should be drawn as widely as the facts and 
circumstances which it is designed to meet may warrant. 


General Considerations 


The foregoing is a rough outline of The Excess Profits 
Tax Act as it stands today. In actual application the Act 
must inevitably become complicated. The fundamental 
principles must be adapted to meet the tremendous varia- 
tions in the forms of business. This complication seems 
inescapable not only in this country but also under the 
American and British Acts. And thus the Excess Profits 
Tax Acts get such jocular descriptions applied to them as: 
“An Act to subsidize the tax expert in the community,” or, 
“Never have so many been so confused by so little written 
by so few.” Solicitude for the hardship cases (the lame 
ducks) and the abnormal types of business, and general 
seeking for equity and freedom from discrimination, has 
the effect of adding refinements to the easily understood 





615th March 1941, p. 355. 
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general principles. In the end the framers of the Act are 
damned not only by the taxpayers whom they are seeking 
to relieve but also by the remaining taxpayers, and even 
their professional advisers, for making the Act too com- 
plicated. 

An early French economist defined the art of successful 
taxation as the technique of plucking the most geese with 
the least squawk. Judged on that basis the excess profits 
tax is most inartistic, for certainly no tax measure has ever 
produced as much squawking. Possibly the reason is that 
no tax measure has tried to pluck so many feathers from 
each goose. 

It probably is too early to form any opinion upon the 
working of the Act in the general run of cases across 
Canada. The Financial Post, in its issue of 19th April 1941 
gives an indication, in a preliminary survey of one hundred 
and thirty major companies with years ending 3lst Decem- 
ber 1940. The net profits of these one hundred and thirty 
companies rose $67.6 million in 1940 over 1939, but their 
taxes rose $71.6 million; i.e., 106 per cent of the increased 
earnings was paid in taxes, leaving available to shareholders 
some $4 million less than in 1939. Thus, while taxes went 
up 150 per cent net profits available to shareholders de- 
clined 2 per cent. In Great Britain the early figures of 
1940 profits indicate a similar reduction of some 2 per cent 
in the net profits available to shareholders. Such figures 
would tend to disprove any suggestion that an excess profits 
tax is not needed because there is “no real danger of creat- 
ing war millionaires this time.” If there had been no 
syphoning-off of the $71.6 million in 1940, those one hundred 
and thirty companies would have done remarkably well 
out of the war-stimulated economic activity in Canada. 

If that preliminary picture proves to be an accurate 
indication of the working of the Act generally, one is en- 
couraged to go on seeking methods of solving the problems 
presented by individual “hard” cases. As one business man 
put it: “You people in the income tax see only the kickers, 
who don’t represent more than 14% of business. Remember 
that more than 85% of the business world has accepted this 
excess profits tax as inevitable and have rolled up their 
sleeves and gone to work with little more than a sigh for 
the big slice of profits which you take from them.” After 
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all the Act is only a temporary war measure designed to 
produce emergency revenue from certain sources, and the 
taxpayer realizes that, and is therefore perhaps a little 
more tolerant of its apparent discriminations. Whether 
the economist will be as tolerant remains to be seen, par- 
ticularly after he has listened to Mr. Leach’s paper which is 
to follow mine with a criticism of the Act from the point 
of view of the business world. 


GLIMPSES OF CURRENT ACCOUNTING LITERATURE 
BULLETINS 
(1) Municipal Accounting 


At periodic intervals the National Committee on Muni- 
cipal Accounting, 1318 East 60th Street, Chicago, 
Illinois, has published bulletins dealing with the specialized 
subjects of municipal accounting and auditing. The primary 
bulletins which were issued (numbers 1 to 4 and numbers 
6 and 7) have been either revised or incorporated in later 
publications. 
Bulletin No. 5—Municipal Funds and Their Balance 
Sheets, Second Edition, December 
1937. 
(This duplicates in part bulletin no. 12 
but contains journal entries). 
Bulletin No. 8—Municipal Audit Procedure, February 
1939. 
Bulletin No. 9—A Standard Classification of Municipal 
Revenues and Expenditures, April 
1939. 
Bulletin No. 10—A Progress Report, January 1940. 
Bulletin No. 11—Municipal Accounting Terminology, 
June 1941. (Reprinted and forms 
part of bulletin no. 12, part iv). 
Bulletin No. 12, “Municipal Accounting Statements,” 
was published in June 1941 and is a revision of a similar 
publication made in August 1936. 
The bulletin proper is divided into three parts followed 
by a reprint of bulletin No. 11 on municipal accounting 
terminology as a fourth part. An appendix is included which 
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is divided into two parts and deals with the form of the 
financial statements prepared throughout the fiscal period 
and a summary of the principles and procedures recom- 
mended by the National Committee on Municipal Account- 
ing. 

Part I of the bulletin deals primarily with an outline of 
the principles underlying the preparation of a municipal 
financial report. Special stress is laid on the question of 
funds, budgeting, the cash and accrual bases of accounting, 
the classification of accounts and the relationship which 
each of these bears to the annual financial report. 


In discussing the cash and accrual bases of accounting 
the distinctions between the two bases are outlined and 
practical modifications of the accrual basis are designated. 
As a recommendation the committee suggests “as far as 
practicable the accrual basis be followed” since otherwise 
“an accurate comparison of expenditures in relation to ser- 
vices is not possible.” 


Part II is a presentation of the form of financial state- 
ments and statistical tables connected directly with the 
various individual funds and the combined statements and 
tables for unrelated funds. 


Part III covers an individual discussion of the different 
types of funds under the headings of purpose, source of 
revenue, relationship to the budget, and accounting pro- 
cedure. A description of the suggested statements pre- 
pared for each fund is included. 


In dealing with the question of general fixed assets 
under this part the recommendation is made “that the 
accounts for fixed assets be kept separate from the ac- 
counts for funds except ia the case of Utility and Working 
Capital Funds.” The recommendation is also made that 
general fixed assets and general bonds should not be shown 
in the same statement since there is no necessary or con- 
tinuing relationship between the general fixed assets of a 
municipality and its general bonded debt. 

The material appearing in Part IV on municipal ac- 
counting terminology covers primarily the field of account- 
ing and reporting for municipalities but may be applied to 
local government units of all kinds. 
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Bulletin No. 13—Governmental Accounting Biblio- 
graphy, June 1941. 


(2) Cost Accounting 


Bulletin No. 3, Volume XXIII, 1st October, 1941, pub- 
lished by the National Association of Cost Accountants, 385 
Madison Avenue, New York City, presents case studies on 
representative firms using process costing in the fields of 
flour milling and cement manufacturing. 

Robert R. McCreight in dealing with costs in the flour 
milling industry stresses the significance of the speculative 
element arising from the use of a raw material whose price 
varies constantly and introduces the problem of quoting 
prices for future delivery under such conditions. ‘The 
gross recovery over material costs is calculated on each 
sales contract at the time the booking of the sale is made.” 

The daily preparation of the cost cards for the various 
grades of flour is considered (supplemented by illustration) 
and the correlation of such cost cards in the calculation 
of the gross recovery is set out. A budgetary control in 
respect to the expense allowance for conversion costs is 
outlined, which budgetary control enables a concern “to 
establish normal costs for expenses which are used in quot- 
ing selling prices of flour, and permits the establishment 
of cost of production, cost of sales and inventory values.” 

Leon E. Smith in dealing with “Accounting in the 
Cement Industry” devotes a substantial portion of the ar- 
ticle to a description of the manufacturing process indicat- 
ing the significance of departmentalization in the cost pro- 
cedure. The accounting procedures for sack costs, sales, 
depletion and depreciation, and inventory valuation are each 
discussed in detail. 

Bulletin No. 4, Volume XXIII, 15th October 1941, deals 
with two aspects of the fixed asset problem—the control 
of capital expenditures and detailed accounting for fixed 
assets and depreciation. 

The article on “Budgetary Capital Expenditures for an 
Oil Company” by John W. Watson outlines the preparation 
and indicates the operation of a capital expenditure budget 
with special application to an oil company. 

The significance of the concept of marginal cost is in- 
dicated in discussing the problem of budgeted capital ex- 
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penditures. “While some projects are considered necessary 
to maintain a competitive position and others obligatory 
for other reasons, many may be justified on the basis of the 
repayment of the invested dollar plus the contemplated 
earnings thereon.” 

In the matter of financing budgeted capital expenditures 
the following reference is interesting which was made as 
to the relationship customarily existing between the de- 
preciation provision (writings off) and budgeted capital ex- 
penditures. ‘Generally some margin between total capital 
expenditures and total writings off will be allowed for, be- 
cause if profits are to be paid out as dividends, capital 
expenditures in amounts beyond the received sums will tend 
to encroach upon working capital, in which case new fin- 
ancing might be necessary.” 

The second article by T. A. Selogie, “A Case Study of 
Accounting for Fixed Assets,” outlines with the support of 
exhibits the development and operation of an accounting 
system for fixed assets adaptable to the average manufac- 
turing concern to which this item is of particular sig- 
nificance. The inter-relationship of the cost and general 
accounting records on the matter of depreciation is clearly 
set out. 


ARTICLES 
(1) Accounting Principles 


E. B. Wilcox and R. H. Hassler in an article, “A Founda- 
tion for Accounting Principles,” published in the October 
1941 issue of The Journal of Accountancy develop certain 
criteria which they feel form the basic approach to the 
question of accounting principles. 

Based on the conclusion that accounting is a service 
function in the field of business the basic principle of use- 
fulness is developed. This principle is discussed in respect 
to the relationship existing between business and account- 
ancy, the provision of a basis of accounting outside of itself, 
and whether or not accounting should recognize legal rights 
and permissions when they sanction treatment not favoured 
by accountants. 

Four secondary principles of truthfulness, conservatism, 
consistency, and adaptability are discussed and correlated 
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as to nature and limitation with the basic principle of use- 
fulness. 

The application of the fundamental principle of useful- 
ness is specifically applied to financial statements under the 
general headings of compromise and conventions and, in 
outlining the special application, definite cases are discussed. 

In an article “Is Accountancy a Science?” appearing in 
the September 1941 issue of The Accounting Review, (pub- 
lished by the American Accounting Association, University 
of Chicago) Arthur C. Kelley defines accountancy as a 
“technique and tool of social science applicable particularly 
to business enterprises and other accounting entities.” He 
sets out that as a tool accountancy must be used in a 
scientific manner in order that a true and impartial view 
be presented of economic and business facts and that only 
when the profession has produced an impersonal and objec- 
tive body of principles can it lay claim to being a real 
science. 

The reasons why the profession has not yet qualified 
for the position of a real science are indicated and discussed 
in detail—due to a lack of agreement on accepted principles 
and lack of adherence to widely accepted principles and 
procedures. 


(2) Accounting Systems 


H. F. Faure in The Accountant (London), 30th August 
1941, gives a short but concise exposition of the “Voucher 
Cheque System.” He states that it is curious that any 
modern accounting system should be in need of keeping 
purchase ledgers, as the voucher cheque system has re- 
placed the old-fashioned method of recording purchases with 
far less clerical work. 

“The voucher cheque system is a system of combining 
purchase journals, purchase ledgers, the credit side of the 
cash book and the preparation of cheques into two records 
the voucher cheque and the voucher cheque register.” 


The necessity for regular payment of accounts is stressed 
as a requisite for the efficient operation of the system, and 
the detailed procedure followed from the receipt of the goods 
to the filing of the paid vouchers is outlined. Special refer- 
ence is made as to the manner in which accounts payable 
are set up at the end of the accounting period. 
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(3) Business Cycle 


Harold A. Eppston in an article “Accounting Implica- 
tions of the Business Cycle” appearing in the September 
issue of The Accounting Review sets out quite clearly the 
significance of the business cycle to accounting with par- 
ticular application to the questions of depreciation and in- 
ventory valuation. 

In dealing with the item of idle plant capacity and de- 
preciation, Eppston raises such significant questions as 
“Should the plant proved by time to be a white elephant 
in whole or in part, continue to burden each current oper- 
ating period with charges for depreciation? Should that 
portion of the idle capacity of the plant, in excess of the 
original contemplation, be recognized by the accountant as 
an asset?” 

The question of the speculative aspect of inventory ac- 
cumulation and realization is considered in detail and the 
necessity that informative accounting income records be so 
designed as to separate this speculative aspect is advanced. 

The preparation of accounting statements which reflect 
the impact of external economic forces will give “a truer 
picture of management .. . and will prevent accounting 
distortions which are misleading.” 


(4) Cost Consultant 


In a series of four articles appearing in The Accountant 
(London), on the 9th, 23rd, 30th August and 6th September 
1941, Lawrence W. Robson discusses the problem of the 
relationship of the professional accountant to costing prob- 
lems with specific reference to existing circumstances. 

The articles are divided into two main subdivisions the 
first of which deals with the professional accountant’s func- 
tion as a cost consultant (two articles) and the other to 
his problems as cost consultant. 

In discussing the function of the professional account- 
ant in the cost field the question of the advisory aspect is 
considered in detail and a general procedure is outlined. 
“It is in the development of the system to the stage where 
it gives the greatest assistance to the management that 
the advisory cost accountant is called in.” The question of 
co-operation is stressed in outlining the general procedure 
with specific reference to personnel. “The practical limita- 
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tions of expense, personnel, and related situation must be 
fully allowed for.” A warning is sounded on the topic of 
practicability (“he should never be too dogmatic in his 
views on practical problems”) and certain essentials are 
outlined. “It must never be thought that a business will 
function around a mass of carefully ruled forms and explicit 
instructions.” 

The question of slowly building on existing foundations 
is stressed for the cost system in general and a separate 
division is delegated to an outline of the more common 
aspects which are to be associated with a cost system. 

The articles dealing with the problem of the cost con- 
sultant present a survey of certain relevant conditions exist- 
ing in the present English economy and indicate the rela- 
tionship which the cost consultant has to such conditions. 
A final discussion on the wider application of costing prin- 
ciples is covered under the headings of uniform costing, 
selling and administrative costs, agriculture, idleness, 
human factor, national price fixing and administration. 

The scope outlined serves to indicate the author’s im- 
pression of the future possibilities of the professional ac- 
countant in the field of costing and the relative weight 
which the professional accountant will bear in the formation 
of future policies. 


(5) Inventory Valuation 


William A. Paton in an article “The Cost Approach to 
Inventories” appearing in the October 1941 issue of The 
Journal of Accountancy discusses the relationship of in- 
ventory valuation to the periodic measurement of income. 

In discussing the question as to what costs should be 
inventoried, Paton places his sympathy with the relatively 
broad concept of cost and stresses the fact that “the amount 
of the periodic inventory may be greatly affected by the 
general policy adopted with regard to the kinds or classes 
of costs considered to be inventoriable.” 

In dealing with the question of the identification of costs 
in the flow of tangible goods the various alternative assump- 
tions are set out. This is followed by a list of four under- 
lying criteria by means of which one can intelligently de- 
termine which assumption is applicable in a given circum- 
stance, 
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The third question raised is that of when the ‘costs 
which are originally associated with given physical units 
should be absorbed as operating charges. Paton deals with 
this question in some detail setting out the necessity of 
having any assignment of cost “designed primarily to show 
what has happened as accurately and as clearly as may 
be.” 

Special attention is paid to the aspect of premature cost 
absorption (cost or market) and the tentative conclusion 
is reached that only under rather unusual circumstances 
can a strong case be made for premature cost absorption. 
“Premature absorption of costs should be restricted to those 
cases in which the amount of loss is substantial and is 
validated by dependable objective evidence.” 

—J. D. Campbell, C.A. 


ECONOMIC NOTES 
Montreal’s Default—Causes and Cure 


Editor’s Note: This is another in a series of notes on economic 
subjects by Lawrence B. Jack, M.A., Montreal. 
ONTREAL’S financial difficulties came to a head when 
the City defaulted payment of one of its maturities 
on 15th May 1940 and the banks refused to make further 
loans. This state of affairs resulted partly from improvid- 
ent management which had extended over a period of many 
years. Tax collections were slack and administration costs 
high, personnel overlapped and there was an inefficient 
division of responsibility and authority which aggravated 
the general chaos. The City’s credit was too high for its 
own good; borrowing was easy and resorted to far too 
readily. There was thus much borrowing against expendi- 
tures that should have been met out of current revenues; 
for instance, direct relief costs and relief works outlays 
amounting to about $50,000,000 were either funded or met 
by bank loans. Perhaps this was inevitable since the Do- 
minion government was not in a position to take over relief 
costs and the Provincial government was always under- 
standably reluctant to contribute heavily to what legally 
has always been a purely municipal responsibility. 
Nevertheless, not all the causes of the default can be 
laid to the City administration. Heavy and absolutely nec- 
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essary relief outlays came at a time when tax yields were 
falling off, as was the case with all municipalities in the last 
ten years. As a seaport, moreover, Montreal is a dumping 
ground for casual labour, which further complicates relief 
problems. To a spectacular degree the City suffers from a 
concentration of decayed and decaying property in the 
metropolitan area, while new building developments, carry- 
ing with them high assessment values, are increasingly 
being made outside the City limits proper. As a result, 
the tax base tends to shrink from natural causes, whereas 
costs remain steady when they do not rise. 


As a result of the factors outlined above, on 31st De- 
cember 1940 the gross funded debt of the City was $267,- 
000,000. Against a sinking fund amounting to $47,000,000, 
there were bank loans of $42,000,000, making a total net 
debt, both long and short-term, of $262,000,000. This does 
not include a debt of $45,000,000 incurred on behalf of 
Catholic and Protestant schools and the metropolitan com- 
mission, or $25,000,000 of Catholic parish debt which is 
serviced by special taxes on all Catholic-owned properties 
in their respective parishes, these taxes ranking prior to 
any municipal levy. 

Any plan designed to handle such a mass of debt in an 
orderly manner must reconcile the viewpoints of bodies with 
divergent immediate interests on the basis of mutual con- 
cessions. In the case of Montreal these include the creditors. 
—hbondholders and banks—the Quebec municipal commis- 
sion, the Montreal city council and the Quebec provincial 
legislature. The creditors must insist on a plan which will 
adequately reflect the City’s ability to pay, recognizing al- 
ways that future taxation cannot be unreasonably high and 
that decent operating standards must be maintained. The 
municipal commission (which in the last analysis has com- 
plete right of control now that default is a fact) and city 
council must see that the plan will not put the City’s future 
financial operations into a strait-jacket, and they probably 
must insist upon concessions from the creditors which will 
meet with the electorate’s approval. Finally, the provin- 
cial legislature must see that the plan will not interfere 
with the political and financial relationships between it 
and the City. 

The plan that has been decided upon seems to reconcile 
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the claims of all these bodies. Obviously the difficulties 
have been considerable. In the first place, a composition 
with creditors which would leave their pre-default position 
unchanged would require greatly increased revenues. This 
can hardly be expected, however, since the municipal in- 
come tax. is now lost to the City and the overdue revision 
of assessment rolls, when it is completed, will undoubtedly 
show a considerable drop in the main tax base. An alterna- 
tive is to reduce expenditures where possible, with the 
proviso that vital operations of the City must be maintained 
and in some cases improved. There is still wide scope, 
however, for streamlining the administration and reducing 
payrolls. Above all, a sound budget procedure must be 
adopted for the future. After estimating the effects of 
all these factors it has been possible to get a realistic 
picture of the City’s ability to pay, and the debt compromise 
has been framed within this sphere of reference. 


It is now proposed to handle the City debt by issue 
of consolidation debentures in two series, A and B. Since 
the short-term creditors—the banks—cannot be treated on 
the same terms as the bondholders, they will be paid off 
first. Series A debentures are to be issued to take care 
of the bank debt and other liabilities of the City and to 
provide all or part of the funds required to meet cash 
premiums due to selected classes of bondholders as outlined 
below. These will be 10-year 314%’s, amounting to $40,- 
500,000 and maturing serially by 3lst October 1952. In 
the case of Series B consolidation debentures the plan calls 
for a 4% coupon and maturity by 3lst October 1976; the 
total issue will amount to $211,413,518.71 and they will be 
amortized serially in the twenty-five years starting 1952. 


All Montreal securities held in the City’s sinking fund 
on 31st October 1941, are to be cancelled. Outstanding 
funded debt bearing interest below 4% would be exchanged 
for Series B debentures bearing the same rates of interest 
to the dates of their respective maturities and thereafter 
at 4% until paid. Outstanding 4%’s are merely to be ex- 
changed for the Series B debentures. Outstanding bonds 
bearing interest in excess of 4% will also be exchanged for 
the Series B debentures and the holders are to be entitled 
on exchange to a cash payment equal to one-half the excess 
over face value resulting from valuation of such debentures 
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on 3lst October 1941 for their then unexpired terms to 
yield 4% per annum on a semi-annual basis. The outstand- 
ing 3% permanent stock is to remain undisturbed and the 
7% permanent stock is to be retired as at 31st October 
1941 by a cash payment of 120% of face value plus accrued 
interest. 

Both issues may be called in whole or part on 60 days’ 
notice, except that no call of Series B debentures may be 
made for refunding purposes prior to 3lst October 1951. 
Further, Series B debentures are to be of the same denom- 
inations and payable in the same currency or currencies 
as the debentures for which they are to be exchanged. The 
problems connected with two-pay and multiple-pay bonds 
will therefore persist. 

The amortization payments called for in this plan are 
to be an integral part of the City’s budget hereafter, and 
the City will be required to balance its budget. If and 
when the Sirois Commission proposals go through, and thus 
the whole or part of the municipal debt is taken over by 
the Dominion government, any moneys so received must be 
used for service of the consolidation debentures and for 
no other purpose. Finally, provision is to be made for 
adequate and effective financial control, the details of which 
will be arranged by representatives of the City and the 
debenture holders committee. 

In its major outlines this reorganization is quite similar 
to those of defaulting metropolitan centres in the United 
States. If a reasonable degree of control over Montreal’s 
finances can be maintained in future, all parties to the bar- 
gain outlined above will have made and received concessions 
which should be mutually satisfactory in view of the reali- 
ties of Montreal’s present financial position. It is not yet 
certain that this plan will go into effect as outlined because 
it is reported from London that a move is under way among 
British bondholders to raise objections. Until this point 
can be settled, therefore, it is possible to report only what 
has been attempted to date by way of clearing up Montreal’s 
difficult financial problem. 


15th November 1941. 
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THE CHIEF FINANCIAL OFFICER AND 
BUSINESS MANAGEMENT* 


By H. G. Norman, Chartered Accountant, 
Montreal 


HE subject upon which I am asked to speak to you to- 

night is one on which much has already been written 
and which has been so fully discussed that it would seem 
best that I confine my remarks to the general outline of a 
corporation’s financial and accounting organization, and ex- 
press briefly certain views based upon personal experience 
and observation, 


Financial Organization—-The words, chief financial of- 
ficer, apparently contemplated that there is only one such 
person in an organization of a large corporation whereas 
there should be at least two, namely the treasurer and 
the comptroller, both of whom are financial officers and 
should be responsible individually to the president and the 
board of directors but neither responsible to the other but 
complementary to each other. 

In many large corporations there is also a third finan- 
cial officer, the internal auditor, whose duties differ entirely 
from those of the other two mentioned officers and who in 
some cases is directly responsible to the president of the 
corporation and in others to the comptroller. It would ap- 
pear preferable for the auditor to be responsible to the 
president or board of directors as he acts as “policeman” 
and checks the work of all in so far as their activities per- 
tain to finance and accounts. 


The problem of line of responsibility is considerably 
more confused in practice than is the segregation of their 
duties. For the maintenance of proper internal control 
the segregation of duties in itself is not enough; the line of 
responsibility must also be clearly defined. There are of 
course many possibilities depending upon the size of the 
organization and to some extent the nature of the business 
but the following chart indicates in solid lines the prefer- 
able line of responsibility: 





*A paper read at a meeting in Montreal of The Cost and Manage- 
ment Institute of the Province of Quebec on 31st October 1941. 
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Board of Directors 


| 
| | | 


Finance Officer Finance 
President (Vice President) Committee 
Treasurer Comptroller Auditor 
Receipts and Accounting records and Auditing of all 
disbursements interpretations financial records 


The original assignment of my subject referred to the 
relationship of the treasurer, comptroller, chief accountant 
or other chief financial officer to management. In the case 
of corporations having a comptroller it is usual for the 
chief accountunt to be directly responsible to him but in 
the case of corporations not having a comptroller so nomin- 
ated then the chief accountant should carry out the duties 
normally assigned to the comptroller and should report to 
the president or the board of directors. In any event 
wherever possible the comptroller or the chief accountant 
and the internal auditor should not report to the treasurer 
in order that internal check in its broadest sense may be 
exercised. At the time of the appointment of the treasurer 
and comptroller by the president or the board of directors 
it should be specified that both such officers should attend 
all meetings of the board, which procedure would be help- 
ful to the efficient carrying out of their duties and also 
of assistance to the board. 

Relationship of Chief Financial Officers—The relation- 
ship of the three financial officers must at all times be close 
as their functions are complementary. This is necessary 
since information must be furnished by the one to the other 
in order that the greatest value to all may be obtained. 
Such an interchange of information does not nullify the 
internal check as all reports finally go direct to the party 
to whom each is responsible. It may be said that the 
financial budgets are the responsibility of the treasurer, 
but he must to a great extent rely on information prepared 
by the comptroller as to forecasts of sales and costs. These 
forecasts to some extent may be based upon financial data 
as to anticipated rises or falls in customer demand, rising 
cost of commodities, labour rates, living costs, etc. Further 
the treasurer in checking against his financial budget must 
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receive data from the comptroller as to accounts receivable, 
collected and outstanding, accounts payable paid and out- 
standing and progress made on capital expenditures budget- 
ed for and not budgeted for. The internal auditor must 
of course have access at all times to all the records of 
both the treasurer and the comptroller. 


The Functions of Treasurer—There is general agree- 
ment that “cash” is the particular concern of the treasurer. 
Therefore the receipt and disbursement of all moneys are 
his functions as well as the creation of the related entries. 
Accounting control over these activities is maintained under 
the supervision of the comptroller. 


The treasurer is called upon to have funds on hand as 


needed for all corporate purposes and is therefore vitally 


concerned with the budget and relations with banks and 
other sources of borrowed funds. He should prepare a fin- 
ancial budget and cash forecast in collaboration with the 
other budget officers. Such a forecast should not only be 
for current needs but also for a long term programme, and 
this necessitates studies of trends of prices of commodities, 
living costs, labour costs, cycles of trade generally and his 
own business in particular, tax trends both Dominion, pro- 
vincial and civic, probable capital expenditures, renewals 
and replacements, provision of funds through depreciation, 
dividend policy of the company and all other factors which 
would affect the income and outgo of funds. 


He should have the power to arrange short term loans 
up to a limit set by the finance committee. Similarly the 
investment of surplus funds, sinking funds, depreciation 
funds as available may be made by the treasurer under the 
direction of the finance or executive committee. 


The credit manager is usually responsible to the treas- 
urer in determining credit policies notwithstanding such 
policies may have substantial effects on sales as well as 
on the use of invested capital. 

The treasurer is the custodian of cash and often of the 
following securities, contracts, etc., although these may be 
held by an alternate as noted hereunder: 
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Alternate or custodian 
Bonds and certificates ) Secretary, bank for safe- 


Notes and negotiable ; keeping 
instruments 
Contracts Secretary, purchasing depart- 


ment, sales department 


Leases and real estate Secretary 
deeds 


Insurance policies Secretary or insurance 
department 


Tax reports and returns Secretary, comptroller, tax 
department 


Copyrights, trademarks, Secretary 
patents 


Certain of those mentioned are kept in safety deposit 
boxes, access to which should be had by not less than two 
officers, one of whom should be the treasurer. The re- 
mainder are usually kept in the office and may be in the 
custody of the alternates or simply in the filing department. 

The treasurer may be held responsible for bonding em- 
ployees, managing non-operating properties, satisfying him- 
self that adequate insurance is carried, recommendations to 
the finance committee with respect to financial policies as 
well as furnishing that committee with reports of the fin- 
ancial position in relation to the financial budgets previously 
submitted, giving reasons for any major differences after 
consultation with other officers of the company, whom such 
differences concern. 

As purely administrative functions the treasurer is 
usually invested with powers to do the following and is also 
the signer on bonds and stock certificates: 

Endorse negotiable instruments 
Sign cheques 

Deposit cash receipts 

Operate petty cash funds 
Transfer funds between banks 

It is of course understood that the treasurer is respons- 
ible for the operation of his own department and that he 
may or may not carry out all his own personal duties. 
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Functions of the Comptroller—The present position of 
comptrollership functions may, I think, be traced to the offic- 
ial in government posts known as a “comptroller” who is 
called upon to perform special duties as defined by law, the 
main purpose of which is to see that only those funds 
appropriated are disbursed and that they are disbursed for 
the purpose set forth in the appropriation. 

This government function came into business when the 
business unit grew not only in size but in its geographical 
location so that it became necessary to charge one individual 
with the responsibility of seeing that the appropriation of 
funds by the directors and officers was followed. 

The complexities of modern business, particularly their 
growth of the last twenty years in relation to taxation, 
governmental control, competitive situations, national dis- 
tribution, modernized factory practices, etc., have brought 
about a condition in which it is not only advantageous but 
necessary to set up controls so that exact and workable 
records may be maintained in such a manner that detail 
as well as general information may be available at all times. 
This has brought about a widening of the functions of the 
comptrollers from that envisaged in governmental practice 
and in many cases of the individual who, though not so 
named, yet carries out the duties of a comptroller. 

In addition to the common functions of a comptroller 
there are many special duties which vary so much from 
industry to industry that they may perhaps be expressed 
by stating that, whenever there is a difficult problem to 
be solved, the comptroller shall have built up such a degree 
of confidence that he is included automatically in the group 
called upon to solve such problem. 


The supervision of all accounting matters and the neces- 
sity of assuring himself that the policies of the corporation, 
as set forth by the board of directors and finance commit- 
tee, are being implemented, call for him to inquire into 
every activity of the corporation, manufacturing, selling, 
etc., because these all involve the receipt and use of funds. 
The accounting should soon resolve itself into routine work, 
with the exception of special points arising from time to 
time, thus leaving the comptroller time to devote his at- 
tention to making the accounts of use for administrative 
purposes. In effect the comptroller should not become a 
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recorder of historical information only but must have a 
good knowledge of selling, advertising, production, and of 
taxation and other laws affecting the industry in which he 
is engaged, and he should use such knowledge to aid and 
advise the management in formulating policies of all kinds. 

Functions of a comptroller common to all business are 
to maintain adequate records of all transactions of the cor- 
poration and of the resultant assets and liabilities, and to 
initiate and enforce, in conjunction with other officers of 
the corporation, such measures and procedures whereby 
the business may be conducted with the maximum of safety, 
efficiency and economy. Such duties shall extend to sub- 
sidiary companies if such are in existence. 

A brief résumé of the duties of a comptroller may be 
stated as follows: 

Installation and supervision of all accounting records, 

Preparation and rendering of all bills and maintenance 
of accounts receivable ledger, 

Computation of production costs and costs of distribu- 
tion, 

Preparation of statistical records, 

The taking and costing of all inventories, 

Preparation and filing of all tax returns, 

Budget preparation in conjunction with other officers, 

Initiation, preparation and issuance of standard practices 
relating to accounting matters and procedures, in- 
cluding clerical and office methods, records and re- 
ports, 

Ascertainment that financial policies and transactions 
covered by the minutes of the board of directors are 
executed and properly recorded, 

Reading of all contracts entered into so as to institute 
necessary accounting procedure in order that all pay- 
ments to be received or paid out are made, and 

Preparation of annual statement for submission to the 
board of directors. 

From the above it may be seen that through the duties 
performed by the comptroller he becomes conversant with 
every phase of the organization with the result that he is 
one of the officers who should automatically become an 
integral part of the management and a very essential cog 
in determining policies of the business. As a result of the 
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statistics produced by him on costs he can act as an ad- 
viser to the production manager and if his advice is not 
taken after careful consideration and no improvement arises 
in the costs of production it is his duty to bring his sug- 
gestions forward to the senior officers for their considera- 
tion. 


It is essential also for the comptroller to interpret the 
many statements which are prepared for presentation to 
the management. Statements of all characters today are 
so voluminous that it is practically impossible for the of- 
ficers of a business to examine them all in detail. Thus it 
becomes necessary for the comptroller to present in the 
form of a few brief pithy statements the salient facts as 
to results and information relative thereto from which the 
management may form their opinions and enquire for fur- 
ther details if they so wish. It is also essential that the 
comptroller should produce for the junior executives statis- 
tical information, which will help them in deciding day-to- 
day problems, and in this way make a real contribution 
to operating effectiveness. 


Relationship of Comptroller to Chartered Accountants— 
The audit of the accounts of a corporation involve not only 
a check on the propriety and authority of all expenditures 
and the correctness of receipts but equally as important a 
review of the accounting principles used in determining 
the basis on which the accounts are prepared—as, for in- 
stance, what items are to capitalized, what items shall be 
deferred to future operations, the bases for depreciation 
and amortization, etc.—and in general the classification of 
the accounts, also a review to determine that the principles 
used are consistent with those of prior years. It therefore 
becomes necessary for the chartered accountant to have a 
very close relationship with the comptroller who is in the 
main responsible for the policies which govern all phases 
of the accounts, as well as for the correct presentation 
thereof, and who should be familiar with all data in regard 
thereto. 


As the one responsible for the accounts of a company, 
the comptroller is the logical one with whom the chartered 
accountant raises all questions as to principle or practice 
and through whom contacts should be made with the various 


DECEMBER, 1941. 429 





THE CANADIAN CHARTERED ACCOUNTANT 


members of his staff as well as with the heads of the oper- 
ating and sales divisions of a business. 

It should be realized that the accounts of a corporation 
as presented to its shareholders are the responsibility of 
the officers of the corporation and that the auditor’s cer- 
tificate indicates to the shareholders that he is or is not 
in accord with the presentation made by such officers. It 
therefore becomes essential that any proposed major 
changes in accounting policies, as well as points of prin- 
ciple involved in the treatment of particular items, be dis- 
cussed fully by the comptroller and the chartered account- 
ant so that they may be in accord before changes or de- 
cisions are made by the officers of the corporation. In this 
way it is possible to avoid last minute discussions of im- 
portant matters under the pressure which accompanies the 
necessity of having the annual statements signed by a given 
date. 

At the time of the installation of the system of accounts, 
either the general accounts or cost accounts, of any busi- 
ness there should be close collaboration between the comp- 
troller and the chartered accountant so that the former 
may have the benefit of the experience of the latter and 
the latter may have full knowledge of the reasons upon 
which the form of the accounts is based and be thus able 
to arrange his audit with full knowledge thereof. 


As the question of taxation has become so important 
to all business and as this subject is one on which all 
chartered accountants endeavour to keep themselves fully 
informed, it would appear sound business practice for the 
comptroller to discuss with the chartered accountant any 
proposed changes, either in the financial structure or other- 
wise, which may have a bearing on taxation. In this way 
he can take advantage of the latter’s experience acquired 
through dealing with tax matters for many and varied 
clients, as well as of such knowledge as the chartered ac- 
countant may have of the tax gatherers’ attitude towards 
the various problems which he has had occasion to discuss 
with them. 

It is needless for me to state that reports to be made 
by business today to various governmental bodies, such as 
taxing authorities, labour bureaus and the foreign exchange 
control board, are bringing about a necessity for the keep- 
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ing of accurate records which will enable all of the returns 
called for to be made without undue disturbance of business 
routine. The present war condition will bring about a fur- 
ther demand for more returns to be made to governmental 
bodies from time to time, all of which must be filed as 
promptly as possible in order that business may thus permit 
of the government deciding on policy and executive action 
from day to day. 

The comptroller naturally therefore finds himself as key- 
man for the purpose of the preparation of all of these 
forms and as such it is necessary for him to keep in con- 
stant touch, not only with the various bills passed by govern- 
mental authorities but also with the regulations issued by 
such authorities, as well as a personal contact with those 
charged with the administration of such laws and regula- 
tions. 

It appears to me that there is no person more qualified 
to have connection with and to discuss the affairs of busi- 
ness with the various governmental bodies than the comp- 
troller. He can be of considerable assistance to the gov- 
ernment in suggesting to its various departments amend- 
ments to existing laws as well as suggestions for future 
laws which would not have, of necessity, direct financial 
benefits to the business which he represents but which 
would be of benefit to the country as a whole. Moreover 
such suggestions can serve to make the various laws and 
regulations more understandable and workable than some 
of them may be considered to be at present. 


Internal Auditor—As already indicated the internal 
auditor’s functions are to act as a “policeman” on all ot 
the officers and employees of a business who may have any 
contact with financial transactions and/or the physical 
handling of inventories. His duties are to see that all of 
the transactions of a company are carried out in accordance 
with the financial policies laid down as well as to see that 
all disbursements are properly authorized and vouchered 
and that all receipts to which the company is entitled are 
received and properly recorded in its accounts. 

The reports of the internal auditor should be directed 
to either the financial vice-president or the finance commit- 
tee. Copies thereof should be furnished to the comptroller 
so that the latter may be in a position to remedy any de- 
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fects in the accounting system which may be brought to 
light as a result of the internal auditor’s work. It is also 
essential that copies of these reports be made available to 
the chartered accountant—the outside auditor—so that the 
latter may be apprised of the extent of the work which 
has been done by the former and may so arrange his 
programme to avoid any undue degree of overlapping, but 
at the same time to carry out sufficient tests to see that 
the work of the internal auditor is properly carried out. 

In closing I would like to emphasize that the work of 
the members of your Institute and the work of chartered 
accountants are and should be considered as complementary 
and not as overlapping since to a considerable extent your 
activities are not only concerned with costs and management 
but also with factory practice, whereas our functions are 
essentially confined to auditing, accounting, taxation prac- 
tice and financial advice. It is therefore essential that as 
great a spirit of co-operation as possible should exist be- 
tween your organization and chartered accountants. The 
greatest benefit may then accrue to all of our clients as well 
as to the governmental bodies which we may be called upon 
to serve, particularly at this time when it is the duty of 
everyone to do all in his power to aid the Government in 
its war effort. 
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INVENTORY RESERVE 
By C. Fraser Elliott, K.C., Ottawa 


Editor's Note: In our “General Notes” column we refer to the 
meeting of Mr. Elderkin, Mr. Norman and the Secretary-Treasurer of 
the Dominion Association with Mr. C. Fraser Elliott, Commissioner 
of Income Tax, on 13th November. In this month’s issue we publish 
the Departmental Ruling on Inventory Reserve which followed that 
conference. 

This Committee of the Association consulted the Commissioner 
on three matters in particular so that the policy of the Income Tax 
Division in respect thereto might be more generally understood. He 
has kindly dealt with them and his memorandum is published below. 
At the same time Mr. Elliott asked the Committee to realize that the 
memorandum was not one of long-time consideration and preparation 
but was given almost spontaneously at the time of the conference. 

There was a thought expressed by Mr. Elliott at that conference 
which he has refrained from including in his memorandum, possibly 
because he wished to avoid public reference to political subjects. Under 
our system of democracy the profit motive is the one that in large 
measure encourages production and keeps the wheels of industry 
running. In Nazi Germany the profit motive is supplanted by the 
fear motive and a “mailed fist,” but production goes on apace. The 
profit motive is not altogether absent there, however, and has assumed 
a new form in the minds of Hitler’s devotees—the “profits” of that 
day when their Fiiehrer (in his and their minds) will be victorious 
and the democracies and their resources become the prizes of Germany. 

During the crisis of a war such as that which now envelops the 
world, industries in democratic countries are ready to surrender a 
large share of their profits to government for war purposes. But the 
rate of profit must not be set so high as to discourage the maximum 
effort of the industrialist. The question may then be asked: Is the 
rate of 75% under The Excess Profits Tax Act too high, since this and 
the rates under the Income War Tax Act demand about 80% of a 
company’s profits? That is something for the government to consider. 

On behalf of our members and readers we thank Mr. Elliott, who 
is an extremely busy man these days, for preparing this memorandum. 
The matter of inventory reserve is an interesting one and we plan 
to make some comments on it in a coming issue.—A.H.C. 


Department of National Revenue 
Income Tax Division 
Ottawa, 14th November 1941 


A. H. Carr, Esq., C.A., Secretary, 
The Dominion Association of Chartered Accountants. 
Dear Mr. Carr: 
As requested, below is a résumé in part of our conversa- 
tion of yesterday. 
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You and your associates inquired— 

First, as to the method by which the inventory reserve 
under The Excess Profits Tax Act might be set up; 

Second, whether further relief should not be given to 
the manufacturing industries and merchandising busi- 
nesses; and 

Third, what is the meaning of “normal quantity of stock 
in trade necessary for the business as indicated by the 
quantities on hand during the standard period.” 

The answer to these questions will perhaps emerge if 
the subject in general is covered. 

As you are aware, The Excess Profits Tax Act permits a 
reserve only in respect of the normal quantity of stock in 
trade necessary for the business if a company is in the 
75% rate of tax. As heretofore, those not in the 75% class 
are not permitted a reserve against inventory. 

Under The Excess Profits Tax Act, the profit brought into 
account for taxation purposes is the amount of income as 
determined under the Income Tax law. 

Therefore, we might consider why it was that from the 
inception of the Income Tax law, a reserve for decline in 
inventory was not permitted. 

From the early inception of accounting practice, and as 
it has developed under the direction of the associations of 
professional accountants throughout the world, it has be- 
come accepted that each year the accounts must be made 
up, the profits of the year must be determined, and in de- 
termining these profits, the inventory on hand at the close 
of the period must be valued at cost or market, whichever 
is the lower. 

They must not be valued above cost because that would 
be anticipating a profit before the event of making it. 

Except in cases where they can be replaced at the close 
of the period at a price below what was actually paid for 
them, they must not be valued below cost because that 
would be reducing the actual profit of the period below 
what was actually made from the sale of goods which were 
sold during the period. 

This means that the accounting world does sometimes 
permit a company to anticipate its loss on inventory before 
actual sale, but, as stated, does not permit a company to 
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anticipate the potential profit when the price of the goods 
is above cost. 

This has been accepted for a hundred years, with a grow- 
ing approval by the business world. 

However, from the business point of view, and not from 
the strict accounting point of view, the business world has 
always thought it advisable to set aside some reserve 
against the possibility of a decline in value. 

This business precaution is a matter of which the In- 
come Tax Division has never in any sense disapproved. In- 
deed, the Income Tax Division joins with business manage- 
ment in believing that in a number of cases, business pre- 
caution does warrant setting aside, out of profits, a certain 
amount called a reserve, for decline in value of inventory, 
and declaring the balance to their shareholders, creditors 
and other persons, as the reasonable profit which might be 
said to have been made by the business. 

However, the size of that reserve is a matter entirely 
dependent upon the caution or lack of caution that the man- 
agement of the company might display. A very cautious 
management might set aside a large reserve. On the other 
hand, a less cautious person might declare the whole profit 
actually made on the actual year’s experience in accordance 
with basic accounting rules, and feel that no reserve is 
required. 

Obviously, Income Tax laws should be so fixed that the 
amount of tax payable is not a variable thing according to 
the caution or lack of caution of the business management. 

Income Tax is, like the rules of accounting, a fixed thing. 
Therefore, in order to cut out this reserve out of profits 
before they are taxed, the Income Tax law specificially states 
that— 

“in computing the amount of profits to be assessed, a deduction 
shall not be allowed in respect of—amounts transferred or 
credited to a reserve, contingent account or sinking fund.” 

This statutory declaration confirms that the long-estab- 
lished practice of the accounting world is in accord with 
legal principles of buying and selling and reflecting the 
profits out of the gross receipts after deducting therefrom 
actual expenses, and stabilizes the basis of income tax li- 
ability as between all persons who must contribute to the 
Exchequer under the Income Tax law. 
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Up to the enactment of The Excess Profits Tax Act, no 
one seriously or effectively contended for a change in this 
policy and determination. 


So it was up to the year of enactment. This indeed 
was even so through the years of the Business Profits War 
Tax Act, as the Act of 1916 and all its amendments did 
not contain a provision allowing a reserve. 


Consequently, when The Excess Profits Tax Act was under 
consideration, it was realized that there was in every busi- 
ness a normal quantity of stock in trade which had to be 
maintained for the normal continuity of the activities of 
that business, whether there was a war or no war. 


It was realized that the normal quantity of stock in trade 
would have to be re-purchased at the ever-rising prices 
and would be purchased out of the remaining profits after 
taxation. 


It was therefore regarded as inappropriate that any 
company taxable at the 75% rate should be required to 
replace its normal basic inventory at higher prices and 
thus absorb the whole risk itself for the possible decline 
in value. 


This was, thought to be an excessive requirement. Con- 
sequently, The Excess Profits Tax Act provided that such 
reasonable reserve 


“against future depreciation in inventory values as the Minister 
in his discretion may allow having regard to a normal quantity 
of stock in trade necessary for the business as indicated by 
the quantities on hand during the standard period” 


would be allowed. 


It is realized, of course, that the remaining profit after 
taxation is not alone the medium of replacing the normal 
inventory. It is a factor in replacing a higher-priced inven- 
tory, but nevertheless what has been said above was the 
moving thought why the reserve was allowed, in order that 
some relief from this hazard might be provided, and the 
. hazard contingently shared by the Government. 


Next, as to “the normal quantity of stock in trade,” 
your Committee indicated that that clause— 


“normal quantity of stock in trade necessary for the business” 
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should be read apart from the words— 


“as indicated by the quantities on hand during the standard 
period” 


so that the normal quantity of stock in trade necessary 
for the business would be, as it were, a moving feast; as 
the business expanded, the normal quantity of stock in trade 
would rationally expand also, and this would be called 
normal. 


If this were so, it would have been much simpler to 
state that a reserve for decline in inventory would be al- 
lowed, because that is what your Committee meant. 


However, the clause must be read with the closing 
words— 


“as indicated by quantities on hand during the standard period” 


particularly in view of the reasons given above that that 
is the very quantity which is basic to the life of the business. 


Therefore, concurrence in your Committee’s interpreta- 
tion, as to an allowance based on the ever-expanding normal 
quantity, was not given by this Division, nor would it be 
right that it should; because, to repeat, your thought is 
summed up in an amendment which might read—‘There 
shall be allowed a reserve for decline in value of inventory.” 


We would then be upsetting the long-established twenty- 
years’ or more practice of not allowing a reserve according 
to what each business man might think appropriate. 


Now, it becomes more easily appreciated what the mean- 
ing is of a “normal quantity of stock in trade” as that 
clause is used in Section 6 of The Excess Profits Tax Act. 

The method of finding just what the normal quantity 
of stock in trade may be is indicated in the memorandum 
which we gave you at the conclusion of our conference and 
which, it is understood, is to be published in your Magazine. 

I shall therefore not lengthen this letter by stating that 
which is already stated elsewhere. 

Therefore, the answers to questions 1 and 3 above re- 
ferred to will be found in the memorandum given you. 


Now, we come to the question of whether greater relief 
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should be given to the manufacturing industries and mer- 
chandising businesses. 

All well-managed companies throughout the year, but 
more particularly towards the close of their fiscal period, 
know approximately what their profits will be and whether 
they will be in the 75% scale of tax, and consequently will 
be required to pay over to the Crown a substantial portion 
of every dollar of profit. 

If, therefore, a reserve against increasing amount of 
inventory were to be allowed, it would be an invitation to 
the companies to say: “Rather than handing a substantial 
portion of our profits to the Crown, let us buy yet more 
inventory’”—perhaps having in mind yet further increases 
in cost, and thus create claims for greater and greater 
reserves, and thereby enforce the Crown to invest its sub- 
stantial portion of the profits in inventory and thus risk 
the Crown’s money in a precipitous decline of inventory. 


Particularly is this undesirable when the Exchequer is 
in such need of money to put into the War, and not into 
increased inventories expanded beyond even the require- 
ments of the business, by force of the knowledge that every 
dollar of inventory would contain a substantial portion of 
Government money. 


It is realized that inventories must expand, but it should 
be equally realized that there should not be a tempting 
invitation, either in whole or in part, to unduly expand 
inventories simply because the Government funds, in sub- 
stantial part, would be used to acquire the inventory. 


The denial of such a reserve certainly requires all busi- 
nesses to be very cautious and not over-extend their inven- 
tory, because they realize that they are risking their own 
money. 

As requested, this letter outlines in part our conversa- 
tion. It is, of course, realized that much more could be 
said on the questions here considered as there are many 
angles left untouched. 

This Division appreciates sincerely the fact that your 
Committee attended in Ottawa and discussed these matters 
in the way they were discussed. This Division has always 
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appreciated the splendid co-operation that the professional 
Accountants have given and continue to give in the admin- 
istration of the tax laws. 


Yours sincerely, 


(Signed) C. Fraser Elliott 
CFE/MB Commissioner of Income Tax. 


INVENTORY RESERVE 
Departmental Ruling under The Excess Profits Tax Act 


(Issued by the Department of National Revenue, Income 
Tax Division, 14th November 1941) 


The following is a general guide in the application of Section 6, 
Subsection 1 (b) and 6, Subsection 2 (c) of The Excess Profits Tax 
Act for the calculation of inventory reserve: 

1. No inventory reserve will be allowed unless there is liability 
to the 75% rate of tax in the period for which the reserve is requested. 
This is a specific provision of The Excess Profits Tax Act. 

2. The reserve will be calculated against future depreciation in in- 
ventory values having regard to a normal quantity of stock in trade 
necessary for the business as indicated by the quantites on hand during 
the standard period (1936-1939). 

38. The normal quantity may be taken in general as follows: 

(a) Amount of stock in trade on hand at the end of the 1939 
fiscal period. 

(b) If such amount exceeds or is less than the average of 
the inventories of the standard period by 5% then the 
average is to be taken as the normal quantity. Pro- 
vided that where the inventory in any one of the stan- 
dard period years is less than 25% of the average 
inventory of such standard period the taxpayer may 
designate as his normal inventory the average of the in- 
ventories of the remaining years of the standard period. 
If the taxpayer has been in business only two years, 
then the average of such years must be taken. 

4. The Department will give consideration to evidence submitted 
by the taxpayer that inventories have been increased as a result of 
increase of business operations due to other than wartime conditions; 
in other words, to a normal peace-time growth of inventory. Obviously, 
this is a matter for individual presentation. 

5. Consideration will be given to normal increase in inventories 
by reason of bringing into operation of additional machinery, but not 
on account of extended hours or speeded methods of production of 
pre-war machinery. 

6. Inventory allowance must not bring prices below the level of 
3lst August 1939, or where the 1939 fiscal period closes prior to that 
date then at the close of the 1939 fiscal period. 


7. In every case factual evidence must be submitted of the inven- 
tory in respect of which the claim is made. A test or percentage 
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check or evidence regarding part of the inventory as applying to the 
whole will not be accepted. 

8. If the inventory reserve is not set up in the taxpayer’s books 
of account, it is required that a notation regarding it be made in 
the published balance sheet. 

9. In the case of businesses beginning operation after 31st August 
1939, the inventory at the close of the first fiscal period will generally 
be considered the normal quantity of stock in trade and the reserve 
will be determined by the then prices. 


DOMINION-PROVINCIAL TAXATION 


During his speech in the House of Commons on 6th 
November last on the revenues and expenditures of the 
Government, Hon. J. L. Ilsley, Minister of Finance, made 
reference to present negotiations with the nine provinces 
over the taxation of corporation profits under provincial 
tax statutes. “All the provinces,” he stated, “have indi- 
cated their interest in the offer and their willingness to 
discuss it with the Dominion. Before this discussion could 
take place it was necessary that our auditors examine the 
books of the provinces and prepare reports on a uniform 
and comparable basis. This was done during the summer 
and early fall. Then the representatives of each of the 
provinces came to Ottawa and I had conferences with them, 
and discussed with them terms and provisions which might 
appropriately be included in agreements to be entered into 
between the provinces and the Dominion. 

“While it cannot be considered with strictness that any 
province is committed to enter into an agreement with the 
Dominion, the indications are that agreements will prob- 
ably be reached with all the provinces within the next few 
weeks. The problem of the New Brunswick municipalities, 
in which the leader of the opposition is particularly inter- 
ested, has been given much consideration and, it is hoped, 
can be satisfactorily solved. Problems somewhat similar 
have appeared in other parts of the Dominion, and it is 
expected that a satisfactory solution of these too will be 
found. I do not think I should say anything more about 
that. They are not solved yet, and we have not decided 
and cannot decide, until certain other conferences are held 
and certain other discussions take place, exactly what we 
shall do about these matters. 

“The problem presented by the municipalities is only 
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one of a large number of difficulties which have presented 
themselves as the conferences have proceeded. There are a 
great many intricacies and difficulties in points of detail 
which require patience and take a great deal of time, if 
results fair to all governments are to be obtained.” 


WARTIME WAGES AND COST OF LIVING BONUS 


When speaking in the House of Commons on 6th 
November last on why his Department had recommended 
the price-ceiling policy to the government, Hon. J. L. Ilsley, 
Minister of Finance, gave particulars on the rise of the 
price level in recent years. This information is of im- 
portance to members of the profession since they are al- 
ready receiving inquiries from their clients about details 
of the application of the government’s order in council 
respecting wages and the payment of the cost of living 
bonus to employees. 

Taking the average of 1935-39 as the base, Mr. Ilsley 
explained, and calling that 100, the index figure of cost of 
living for August 1939, before the war began, was 100.8. 
In November 1939, after three months, it was 103.8. In 
February, after six months, it was 103.8. In August 1940, 
after one year, it was 105.9. In February 1941, after 
eighteen months, it was 108.2. 


In the following months the figures were as follows: 


ES <0 500k a Cb CRANE MRED Oa 108.2 
I gt 8 Sb een ae ean 108.6 
EE den caguiereavEr sani Rubs 109.4 
I. hcg nt ik a ear 9 ie eran 110.5 
ED chit 2d Wid SRDS eA 111.9 
RE eer eee 113.7 
er rr 114.7 
EE 5 ne ty tan een eee ue 115.5 


In October, Mr. Ilsley further explained, the cost of 
living index figure was 14.6 per cent above what it was 
in August 1939. The increase in the last six months was 
6.9 points of the index. The increase in the index of the 
cost of food from August 1939 to August 1941 was 23.9 
and for the last six months 13.1 points, indicating that the 
very substantial increases in the cost of food were largely 
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responsible for the less substantial but nevertheless sub- 
stantial increases in the cost of living index. Of the 12.8 
per cent increase in the total index from August 1939 to 
August 1941, the increased cost of food accounted for more 
than 53 per cent of the change. 

On 3rd November the Secretary-Treasurer’s office of The 
Dominion Association of Chartered Accountants sent to 
members resident in Canada a copy of the “Wartime Wages 
and Cost of Living Order” issued by the Dominion govern- 
ment on 24th October 1941 which replaced previous order 
in council P.C. 7440 of 16th December 1940. In this more 
recent order definite particulars are given regarding the 
bonus to be paid by employers in Canada. The order pro- 
vides that the rise or fall in the cost of living index is to be 
measured in points, to the nearest one-tenth of one point, 
after the index has been adjusted to the base for August 
1939. The amount of the bonus or the increase in the 
amount of the bonus, as the case may be, is to be given for 
each rise of one point in the index as explained in the order. 
Provision is made also for a fall in the index. 


Table of Exchange Rates 


(Kindly supplied by The Canadian Bank of Commerce, Toronto) 
3ist October 15th November 


1941 1941 
PD cies awieveneees 10-11% P. 10-11% P. 
PE ib eceki yee sene ns 443-447 443-447 
Australian Pounds .......... 35814 35814 
New Zealand Pounds ........ 360 360 
South African Pounds ....... 443 443 
British West Indian—Dollars . 9270 9270 
India—Rupees .............. 3358 3358 
Hong Kong—Dollars ......... 2835 2835 
Straits Settlements—Dollars . 5251 5251 
Sweden—Kronor ............ 2637 2637 
Switzerland—Francs ......... 2569 2569 


Note: The above currencies are expressed as follows: Pound cur- 
rencies—Canadian cents per unit; Continental currencies and sundry 
British Empire—Canadian cents per 100 units. 
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GENERAL NOTES 


Matters of Interest to Members 


The Executive Committee of the Dominion Association 
has received from Mr. A. A. Garret, M.A., Secretary of the 
Society of Incorporated Accountants and Auditors in Great 
Britain, an invitation to send him a list of our members 
on Overseas Service so that the members of his Society 
in different parts of the country can entertain them while 
in England. Our Association has accepted this gracious 
invitation and has asked the several provincial Institutes 
to send in names of their members on Overseas Service. 
Some lists have been received and have been forwarded 
to Mr. Garret, Incorporated Accountants’ Hall, Victoria 
Embankment, London, W.C. 2. 

Probably many members of the Association do not realize 
the extent to which a very considerable number of our 
members are assisting the Dominion Government during 
the present crisis. To mention only the members of the 
present Executive Committee and of that of last year, 
Messrs. Kenneth Dalglish, Henry Norman, Kris Mapp and 
Clayton Elderkin have for some time been spending from 
three to six days a week in Ottawa, 

Mr. Mapp, who is Chairman of the War Purposes Com- 
mittee of our Association, arranged for discussions with 
his Committee in Ottawa at spare times during the period 
12th to 14th November. A number of matters in the in- 
terest of the profession were discussed. For instance, since 
the recent orders in council of the government arising 
out of war conditions have placed greater responsibility 
on chartered accountants, the aim of the Association should 
be to keep our members informed on such as may be con- 
sidered of importance to them. 

The problems of taxation are confronting members now 
more than ever. Mr. Elderkin, Chairman of our Commit- 
tee on Legislation, and the other members of his Committee, 
have for some time been studying the subject of inventory 
reserve under The Excess Profits Tax Act. On 13th November 
he, Mr. Norman and your Secretary-Treasurer had an in- 
terview with Mr. C. Fraser Elliott, K.C., Commissioner of 
Income Tax. The departmental ruling following that con- 
ference and the memorandum from Mr. Elliott are published 
elsewhere in this issue. 
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The war has brought strenuous times to the Income Tax 
Division. Mr. Elliott discussed with your Secretary-Treas- 
urer the possibilities of securing the services of more char- 
tered accountants for his Division. We referred to the 
present shortage in chartered accountant firms and to the 
possibilities of the transfer to his department of account- 
ants who could be spared elsewhere from the government 
service. On our invitation the Commissioner gave us a 
memorandum on his needs, and a copy of his letter has 
been sent to the Secretaries of the Provincial Institutes. 

Your Secretary-Treasurer discussed with Dr. W. A. Mac- 
kintosh (who during the War is closely associated with 
Dr. W. C. Clark, Deputy Minister of Finance) the possibility 
of obtaining an article on the economic policy of the Govern- 
ment. He was already preparing the outline of an ad- 
dress on this subject to be given at a meeting of the Cana- 
dian Club of Toronto on 17th November, and he kindly 
promised us a copy immediately following that meeting. 
The address is published in this issue with the full co- 
operation of the Club. 

Mr. B. G. McIntyre, Comptroller of the Treasury (with 
whom we recalled student days at Prince of Wales College, 
Charlottetown) kindly consented to prepare an article on 
governmental accounting for a coming issue of THE Cana- 
DIAN CHARTERED ACCOUNTANT. 

From our visit to Mr. R. M. Spankie of the Exchequer 
Court, we learned that the pending judgments of this Court 
in several income tax cases would not be handed down until 
some time after the new year. 


American Institute Annual Meeting Addresses 

In the editorial column of our November issue reference 
was made to the high quality papers presented at this 
year’s annual meeting of the American Institute of Ac- 
countants. These are now available in printed form at 
one dollar a copy (American funds) from the office of the 
Institute, 138 East Forty-First Street, New York City. The 
volume is entitled “Accounting, Auditing and Taxes, 1941” 
and contains papers on federal taxes, case studies in aud- 
iting, defence contracts, formal audit programs, staff train- 
ing methods, depreciation, research and terminology, audi- 
tors’ reports, standard cost systems, wage and hour law 
and better English. 
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Report of Superintendent of Bankruptcy 


The annual report of W. J. Reilley, Superintendent of 
Bankruptcy, for the year ending 3lst December 1940, and 
dated 13th May last, has now been published. Copies are 
available from the King’s Printer, Ottawa, at ten cents a 
copy. 

According to the report there were 1,003 bankruptcies 
during 1940 compared with 1,109 in 1939 and 1,074 in 
1938. The liabilities and assets for these 1,003 estates were 
estimated and valued by the debtors at $13,184,363 and 
$9,432,567 respectively. 

The administration of 1,084 estates was completed in 
1940 and a survey of the administration thereof gives the 
following figures and results: 


Total liabilities estimated by debtors at. .$14,932,651 


Total assets valued by debtors at ...... 11,315,392 
i Be Perrrreerrr rere ee 2,495,254 
Distributed as follows ............... 1,738,608 
Cost of administration .......0se0.5. 756,646 


To the above distribution to creditors there should be 
added assets of an estimated value of $3,047,329 realized 
or taken over by secured creditors. The total return to 
creditors represented 32.05 per cent of the estimated 
liabilities. 


United States Revenue Act of 1941 


The revenue act of 1941 signed by the President of the 
United States on 20th September 1941 provides that the 
burden of defence will be more closely distributed on the 
ability-to-pay principle than heretofore has been the case. 
Whereas the previously existing tax pattern was no more 
than proportionate in the middle income brackets up to 
$10,000, the combined effect of the new taxes is to make 
these middle brackets conform in moderate degree to a 
progressive pattern. The medium of excise taxes is used 
as a means of diversion from non-essential to essential 
war effort. 
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Economy in Government Audit Procedure in 
Saskatchewan 

Albert Lepawsky in reporting in the October 1941 issue 
of the National Tax Association bulletin on revenue admin- 
istration states: ‘Today Saskatchewan undoubtedly has one 
of the most centralized and integrated provincial or state 
departments of revenue on the continent. Not only are 
all taxes without exception administered by the provincial 
revenue department but such auxiliary administrative ser- 
vices as tax auditing are completely consolidated under a 
specialized division within the department. Thus the in- 
spection and auditing services are consolidated and there 
are no separate auditors for separate types of taxes.” 


PERSONALS 


Boulanger & Fortier, chartered accountants, announce 
that they have entered into partnership with Real A. Ron- 
deau, a member of The Society of Chartered Accountants 
of the Province of Quebec, for the practice of their profes- 
sion under the firm name of Boulanger, Fortier & Rondeau, 
chartered accountants, with offices at 71 St. Peter Street, 
Quebec, P.Q. 


N. Perlmutter & Company, chartered accountants, an- 
nounce the removal of their offices to suite 705, National 
Building, 347 Bay Street, Toronto. 


OBITUARIES 


The Late Wilson Fenton 


The Institute of Chartered Accountants of On- 
tario records with regret the death of Wilson Fenton 
at Toronto on 14th November 1941, in his seventy- 
fifth year. 

Mr. Fenton passed the Final examination of the 
Institute and was elected to membership on 30th 
June 1903. For a number of years he was associated 
with commercial concerns, but in recent years had 
practised his profession in Toronto. 

To his widow, son and daughters the Institute 


offers sincere sympathy. 
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The Late John Alva Morton 


The Institute of Chartered Accountants of Sas- 
katchewan records with deep regret the loss of one 
of its highly esteemed members in the passing of 
John Alva Morton, whose death occurred at Regina, 
Saskatchewan, on 28th June in his 44th year. 

Mr. Morton obtained his service with the firm of 
G. C. Rooke and Company, Regina, and on 15th July 
1925 joined the Saskatchewan Liquor Board as chief 
accountant, which position he held at the time of 
his death. He was admitted a member of the In- 
stitute of Chartered Accountants of Saskatchewan 
in December 1929. Mr. Morton was a very active 
member of the Regina Chartered Accountants’ Club 
in which he gave valuable service on the executive 
and had held office as President. He was also active 
in many lines of community work and served on the 
executive and as President of the Lions Club. 

He is survived by his wife, to whom sincere 
sympathy is extended. 
























The Late Oliver Joseph Gagnier 


The Society of Chartered Accountants of the 
Province of Quebec announces with deep regret 
the death of Oliver Joseph Gagnier, a member since 
June 1930. 

A World War veteran with the Royal Naval Air 
Service, Mr. Gagnier succumbed on Monday, 17th 
November, after a long illness. A native of Sault 
Ste. Marie, Michigan, Mr. Gagnier had completed 
his third year in engineering at McGill University 
when he enlisted in 1916 and proceeded overseas 
with the Royal Naval Air Service. Shot down while 
in action in France early the following year, Mr. 
Gagnier lost his left arm. 

Appointed assistant provost marshal in New 
York City following convalescence, Mr. Gagnier re- 
turned to Montreal in 1923 when he became asso- 
ciated with P. 8. Ross & Sons, and after passing his 
Final examination in 1930 devoted his time to 
private practice and consulting work. 

To his widow and family the members of the 
Society extend their deep sympathy. 
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STUDENTS’ DEPARTMENT 
R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


There can be no doubt that in mathematical and legal 
theory if one partly owned subsidiary makes a profit on a 
sale to another partly owned subsidiary the parent com- 
pany (having taken up the profit of the first subsidiary) 
may regard as realized that portion of this profit which 
the minority shareholdings in the second subsidiary bear 
to the controlling interest (after adjustment for inter- 
company profit accruing to minority shareholders in the 
vendor company). Suppose that H holds 90 per cent of 
the stock of S1 and 60 per cent of the stock of S2 and 
that S1 sells certain of its assets to S2 at a profit of 
$10,000. Assume further that H has taken up on its books 
its proportion of this profit, i.e., 90% of $10,000 = $9,000. 

From the viewpoint of H the sale is an outside transac- 
tion to the extent of 40 per cent (the minority shareholding 
in the purchaser company 82) and H’s share of the profit 
on this portion is 90 per cent or $3,600. The minority share- 
holders in S1 however are entitled not only to 10 per cent 
of this profit of $4,000 but also to 10 per cent of the inter 
company profit of $6,000. This second portion of $600 
represents a cost to H and therefore H’s net realized profit 
is only $3,600 — $600 = $8,000. On preparation of the 
consolidated balance sheet it will therefore be necessary 
to eliminate $6,000 of H surplus and $6,000 of S2 assets. 

But practically, since it is within the power of the hold- 
ing company to dictate the terms on which a transaction 
shall take place between two subsidiaries and so to inflate 
its earnings by putting an artificially high price on the 
transaction, it is desirable to eliminate the holding com- 
pany’s proportion of the whole of any profit derived from 
this source, i.e., in the terms of our illustration, to eliminate 
90% of $10,000 and to leave the holding company with no 
profit on the deal. 

The wisdom of this procedure can be illustrated by vary- 
ing the earlier data by the assumption that H now dictates 
for the sale by S1 to S2 a price which shows a profit to 
S1 of $100,000 instead of the $10,000 which was originally 
assumed and which was, let us say, the “true” profit. If 
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the theoretical elimination procedure is followed H will be 
able to show an earned surplus of $30,000 when its true 
earned surplus would be only $3,000. 

The practical elimination procedure which treats all in- 
ter-subsidiary transactions as entirely artificial thus ap- 
pears to be a reasonable one. It may give results which 
occasionally err on the side of understatement of true profit 
but it avoids all possibility of artificial inflation of profits 
by manipulation of inter-subsidiary deals. 

oo * * 


Reference was made in this column in December last 
to the customary treatment by accounting texts of what 
are known as the “organization expenses” of a limited com- 
pany. The writer usually admits that these outlays are 
neither immediate charges to revenue nor outright losses 
and then, without further explanation, recommends that 
they should be set up as deferred charges to be written 
off against revenues “over a period of three to five years.” 
Professor Paton in his latest book' has this to say on the 
matter: “This position represents an effort to beg the ques- 
tion of the character of organization costs and as such 
is not a credit to the profession.” He goes on to say that 
“Organization charges, like other commitments of funds 
should be dealt with on their merits. It is high time that 
accountants became more aware of the fact that the 
‘assets’ of the going concern consist in large measure of 
deferred charges—costs incurred which under the circum- 
stances are reasonably applicable to the future.” And he 
concludes after a process of close reasoning: “Organization 
costs should be retained as a permanent asset as long as 
the business maintains a substantially unimpaired status 
as a going concern . . . and should be amortized with a 
sustained contraction of income and tangible assets result- 
ing either from lack of operating success or deliberate 
liquidation.” 


1W. A. Paton, Advanced Accounting, p. 412 (Macmillan, Toronto, 
1941, $5.00.) 


450 








STUDENTS’ DEPARTMENT 


Solutions presented in this section are prepared by practising 
members of the several provincial Institutes and represent the person- 
al views and opinions of those members. They are designed not as 
models for submission to the examiner but rather as such discussion 
and explanation of the problem as will make its study of benefit to 
the student. Discussion of solutions presented is cordially invited. 


PROBLEM I 


THE PROVINCIAL INSTITUTES OF CHARTERED 
ACCOUNTANTS 


INTERMEDIATE EXAMINATION, DECEMBER 1940 


Accounting II, Question 3 (25 marks) 

A. Brown and B. Carter, each of whom is the proprietor of a 
mercantile concern, decide to form a limited company which is to 
acquire their businesses as at 3lst December 1939. 

Trial balances of the books of the two traders as at that date 
are given below: 





Brown Carter 
Debits: 
Castt on BANG and in DANK... occ siseccn ccs cues $ 4,000 $ 50 
MOM, TOCCNVOUNG: 60.66.0600. 3.8 5:019.4'4.6.50 0:5 eine 10,000 15,000 
ORI CN EE ooo ised caine deweses 20,000 16,000 
Plant and equipment—at cost ............... 20,000 20,000 
MORI Is. ORT UOE 6.050865. 0:0 5 dae 08a. eid eiaceive'snse 5,000 
Land not used in business—at appraised value 5,000 10,000 
$64,000 $61,050 
Credits: 
SMO MEMEINY, S.5. 21015 Go as ORR eG SSS e RA meow KaN $ 3,000 
SIE IIS 5.555 hive oasis d Usa iets CHS $12,000 20,000 
I TEIN 5 Gra Sonia ve-5'9 0a cio oid Stace occa aCe 5,000 20,000 
Reserve for depreciation ................000-- 10,000 5,000 
BROPiAO— A, OW. 6.5.6 0:05sie.0'05 0 cb isisiasieeedeiers 5,000 
CHE iGo siwiiaesenuwes. Cea steebhdiua ms cua 37,000 8,050 


PROBLEMS AND SOLUTIONS 


$64,000 $61,050 





Before sale to the company is effected it is agreed that the 
following adjustments are to be made: 

1. Brown will liquidate Carter’s liability to the bank, and will 

execute a release of the mortgage held by him, in considera- 

tion of his receiving a half interest in the land owned by 


Carter. 

to: 
OT er ee $12,000 
NID So ec rasserstaloreicib inal woe laws: vreleors 14,000 


3. Certain patent rights in which Brown and Carter are jointly 
interested in the proportions of one-third and two-thirds re- 
spectively are to be brought into account; the agreed value 
of the patent rights is $3,000. 

4. A personal loan of $2,000 owing by Carter to Brown is to be 
set up. 


2. The net values of the plant and equipment are to be amended 
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The new company has an authorized capital of $100,000 consist- 
ing of 300 6% preferred shares of $100 each and 700 common shares 


of $100 each. 

Brown is to receive 200 preferred shares and 200 common shares 
for his business. 

Carter is to receive 60 preferred shares and 60 common shares 
for his business. 

C. Downing, who paid the expenses of organization of the new 
company amounting to $500 and who also brought in his business 
connection, is to receive 50 common shares therefor. 

You are required to submit: 

(a) Journal entries necessary to adjust the books of B. Carter. 

Closing journal entries are not required. 

(b) A balance sheet of the new company. 


SOLUTION 
(a) Adjusting Journal Entries on the books of B. Carter: 
A DSSS sr a ae ean ee a $3,000 
MERI EINE 55.6 55S pe Siera ae aw aeak ce ee v4 5,000 
RA he dia ceca isG aru tin x's 8 ae $5,000 
SUSSRNAN AURUIOIND cs nds ies SNe OS WiSin Sere Ok ae wo 3,000 


Transfer of one-half interest in the land to A. Brown 
in consideration of Brown paying off the bank loan 
and discharging the mortgage. 
SON NRNI PRIMI 2a Nh ga oa Sci ss als cates le't -wive «ais 1,000 
meserve for Gepreciauion .... << oo isi. sce cncdans 1,000 
Adjustment of net value of plant and equipment 
from $15.000 to $14,000. 
SERRE ERE Sea cAa gia ons iw ia Ube wos Sie 2,000 
TS | a a ee a 2,000 
Setting up on the books the value of 2/8rds interest 
in patent rights. 
RONNEERLD URIMSIIRINRE Sco slain ooh a S ait sib yhieiea wisi dais blw:a lela vie 2,000 
A. Brown—Loan ACCOUNE 2... 6 icck ccc csc ees 2,000 
Setting up amount owing to Brown. 


(b) Balance Sheet of the New Company 
a ee ees ee eee eT Company, Limited 


Balance Sheet as at 31st December 1939. 


ASSETS 
Current Assets: 
Roman Eh PRN UA BTN IRIE io 5 oso sien oS do c's oa viele $ 1,050 
PRS RETIN AHRENS a oo a Gara poe dowie es wa aye 4d wee Sewanee 25,000 
PRUNING RIN ise sion oe vice eee beds eass 36,000 
RL EROS BRBDUS | oon sos basin a osce sess cis 62,050 





*Alternatively it would be permissible to re-value the land. Brown 
might quite reasonably be expected to set up on his books a value of 
$8,000, in which case it would not seem equitable for Carter to bring 
into the new company an asset of apparent equal value at a lower 
figure. 
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TIVOMBML TOCWRTO: boii sede sisa dnewaaecie 62,050 
Amount duc from BHATCHOMEC? . ........6.6 066s cseceae views 2,000 
rRNA AIR NMRAD Dii  ahax Js. e raisieis a wiacsva ce bw ed oe ed wre Rela 3,000 
Plant and equipment—at cost .................006 $40,000 
Less Reserve for depreciation ................. 14,000 26,000 
Land not used in the business—at appraised value ........ 15,000 
NURI 2s sop tay Salo is se ares arabs oO Oak Wale e DDR BASEN e RD Oe 7,450 
ORE MEE ORONO i555 she aon ose sere ys een orbls Dawes 500 
WORE S26 R sa Mia tw wet cea aieacen BS Aadwd Gules $116,000 
LIABILITIES 
Current Liabilities: 
ee INUIR RINE RNIN S550 ik Sich va Cato Gray aeons $ 32,000 
pRNR TN oso BERG NewS Swe AOR RE RE Oks 25,000 
Total Current Habwities oo5 005 6 cocci ea e's 57,000 
Amount Gwe. tO SHATEHOIGET: so o:.66.5 66s ccs cee vce wean 2,000 
Share Capital: 
Authorized: 
300 6% Preferred shares of $100 each ..$ 30,000 
700 Common shares of $100 each ........ 70,000 
$100,000 
Issued and fully paid: 
260 6% Preferred shares ............-.006 26,000 
S10 COMMON SHATCS os 6 ces oncctin wes caer 31,000 57,000 
GE gosh 151215 ie Saw wera osshes yaeialaratarereane $116,000 


RECONCILIATION OF GOODWILL 


Excess of par value of capital stock issued over net worth 
of businesses taken over: 
BNP eee he car eset i She as se Bh i ca $1,000 
RON ois cane han secon ener ea Si Sere ae 1,950 
Par value of capital stock issued as purchase considera- 
tion for C. Downing’s business connection .......... 4,500 











PROBLEM II 


THE PROVINCIAL INSTITUTES OF CHARTERED 
ACCOUNTANTS 


FINAL EXAMINATION, JUNE 1941 
Accounting I, Question 5 (25 marks) 


The mayor of a small city calls upon you and states that the 
treasurer has informed him that there is a shortage in the sinking 
fund. The mayor and council are at a loss to understand how this 
could have happened as all instalments have been levied for and paid 
into the sinking fund. He further states that the matter came to light 
in connection with an issue of debentures amounting to $600,000 which 
falls due 3lst December 1942, the treasurer having made the state- 
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ment that after paying off this issue, there will be an insufficiency 
in respect of future maturities. 

You are asked to look into this matter and to report in writing 
to the mayor, advising him if the statement of the treasurer is true 
and, if so, what the amount of the shortage will be when the 1942 
maturity has been retired, and what factors have caused such condition. 

After making due enquiry, you ascertain the following particulars, 
all as at 31st December 1940: 


Debentures maturing 31st December 1942: 


Pe PURE Cree Sacks ook ea bbs sano va chunks sesea veces $ 600,000 
es NNN kin lave biG Reale wkcle else s.08 © 20,645 
Enterest rate Tor SINKING TUN ... 0... ..0.sesciccwecwccces 444% 
Sinking fund reserve at 3lst December 1940 .......... 510,778 
Debentures maturing subsequent to year 1942: 
NN UNMIS Esse ac  Sib sis sybils Aes ose ebEbisingn se 5559.5 6-40s $1,150,000 
tre CR NRNNNN iso nS Sia wikia sans OU hls ales oS danse 24,000 
Enterest rate for GiMKINE TUNG 2... cess ccc ces sewss 444% 
Sinking fund reserve at 3lst December 1940 .......... 490,000 
Assets on hand: 
Dominion of Canada bonds DEES uiiewnenh so Gash sas $ 400,000 
Province of Ontario bonds Me aot se eGak esa snes 300,000 
Province of Manitoba bonds 5%..................6. 200,000 
RR i at hins ase ona Sas e cls oO AWens ba ieee wees 30,000 


SOLUTION 


To His Worship The Mayor, 
City of Blank. 
Dear Sir: 
Re: Sinking Fund 

In accordance with your instructions in the above connection, I 
have made due enquiry into the facts affecting the Sinking fund of the 
City and I find that there is a shortage in the fund, and therefore that 
your Treasurer was quite correct in making a statement to this effect. 
There is an existing shortage which amounted to $70,778 at the end 
of year 1940, as the following quickly shows: 


Sinking fund assets which should have been on hand 


BE UE OOO RIOT DO eo ais wos dnwWn- ve sone ie dees $1,000,778 
Investments and cash on hand .................55- 930,000 
Shortage as at 3lst December 1940 ............ $ 70,778.00 


The above shortage will be increased to $91,288 at the end of year 
1942, after the debentures amounting to $600,000 then falling due have 
been paid off. The following tabulations show the particulars in this 


regard: 
Debentures maturing 


31st Subsequent 


December to 

1942 1942 
PARE A ININIEE oo isu wisi a we ousleew $600,000 $1,150,000 
Annual sinking fund instalments ........ $ 20,6445 $ 24,000 
Rate of accumulation required .......... 444%p.a. 4% %pD.a. 
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Amount required to have been accumulated 


Bt Sist December W960 occ ccc cccees $510,778 $ 490,000 
Accumulation at 44%4% for 1941 ........ 22,985 22,050 
Instalment 31st December 1941 .......... 20,645 24,000 

554,408 536,050 
Accumulation at 444% for 1942 .......... 24,948 24,122 
Instalment 31st December 1942 .......... 20,645 24,000 


Total requirements as at 31st December 
Be sos ainis win wine ooo We wee aelewlare $600,001 $ 584,172 














In order to provide for the debentures presently outstanding, it 
would be necessary to have on hand at 31st December 1942 assets at 
least equal to the above requirements amounting to $1,184,173. In order 
to estimate the assets actually on hand at 31st December 1942 to 
meet these requirements, it is assumed that uninvested cash at 31st 
December 1940 will be invested and earn interest at 4% p.a. for the 
years 1941 and 1942, and that receipts during 1941 will earn 4% for 
the year 1942. On this basis, the assets in the fund at 3lst December 
1942 before paying off the issue for $600,000 will amount to $1,092,884 
as shown in the following computation: 

Assets on hand 3lst December 1940 





Dominion of Canada bonds NPN aise on6 a 5b crane lw cra ene $ 400,000 
Province of Ontario bonds Mrs ss Sas Sai eee 300,000 
Province of Manitoba bonds 5%................ 200,000 
ROMMRNo cee aera ie aka See Seek ec eumaleia 30,000 
Receipts in year 1941 
Interest—Dominion of Canada bonds $12,000 
Interest—Province of Ontario bonds .... 12,000 
Interest—Province of Manitoba bonds .. 10,000 
Interest—on $30,000 cash, 4% .......... 1,200 
35,200 
Sinking fund instalments 3lst December 
PP eee gchatets cusiaieavaie. Misiscaie es aoc os Sie Sinteieie's 44,645 79,845 





Receipts in year 1942 
PRGCTORE GH 1M: FORT T9480) oo cccc cs esisenes 35,200 
Interest at 4% on interest received in 1941 1,408 
Interest on 1941 sinking fund instalments 1,786 








38,394 
Sinking fund instalments 31st December 

Be oils hss sane oe ew Aree re es a aes 44,645 83,039 
Total assets 31st December 1942 ......... 1,092,884 
Deduct Debentures matured this date .......... 600,000 

Assets remaining to apply on debentures maturing 
SR eNNE RR Ns od os ars sia siwraais & aces desl asd aansd oe 492,884 

Amount which should be on hand for this purpose 
PESTON BOG FOREN 6. 5i.o ois bho 6h dee wares 584,172 
Shortage as at 3lst December 1942 ...... $ 91,288 





*For purposes of this solution it is assumed that the figures of 
“Sinking Fund Reserve” given in the problem represent the actuarial 
requirements of the fund. 
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The cause of the present and increasing shortage in the fund lies 
in the fact that the rate of accumulation for sinking fund is 444% in 
respect of all issues while the existing investments yield on the aver- 
age less than 4%. (Total investments at 31st December 1940 amounted 
to $900,000.00 which yield a total of $34,000.00.) 

The following calculations show the amount by which the deficit 
will increase each year unless steps are now taken to effect a remedy: 


1941—Requirements at sinking fund rate 
Interest on investments 


Shortage 


1942—Requirements at sinking fund rate 
Interest on investments 


Shortage 


Shortage 31st December 1939 
Shortage 3lst December 1942 


Accounted for—year 1941 
year 1942 


I have not attempted to carry the calculations back to the incep- 
tion of the fund as my instructions did not cover this aspect of the 
matter. I trust however that the calculations for the years 1941 and 
1942 furnish you with the information you sought. 


Yours truly, 





